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omfort Systems USA enjoyed a year of strength and progress in 2006,
highlighted by significantly increased revenues and profitability. While
improving our balance sheet, we entered and invested in new markets and

increased our commitment to grow our service business. We continued and increased

‘accomplishments have resulted from the excellence and dedication of our field
" employees, service technicians, foremen, shop specialists, superintendents, and project
-managers, with the support and sacrifice of visionary and committed leaders, engineers,

estimatars, and office staff at the many Comfort Systems USA locations.
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" our investment in our qualified and capable work force. These considerable

Revenuas

{parating income

Net income (loss) fram continuing oparations

Net income {loss} from continuing operations
per diluted share

Net income (loss)

Net income {loss) per diluted share

Debt

Stockholders” equity

Selected Financial Information from Form 10-K

2006

51,056,525
44,522
28,717

0.70
28,724
0.70

242,714

Totel assets 460,874
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2005

892,549
1,065
(14,869)

(0.38)
{6,226)
IREY

_{in thousands, except per share amounts}

213,523
408,683

Non-GAAP Supplemental Information Excluding Certain Items' !

{in thausands, except per share amounts)

Revenues”

Earmings before intesest, taxes,
depreciation, and amortization

Operafing income

Net i mccme from continuing operations

Net income: from continuing operations
per diluted shore

Free cosh flow?

2006
51,056,525
49,607

S

S 44522
5 28717
5

5

0.70
17,118

2005
S 892549
39,272

34,942
l9,5|65

0.49
31, 954

This supplementol information is frem continuing operations (zxcept for free cash flow) and excludes roncash goodswi impaitments and noncosh ner write-off of debs costs in 2005. This information is presented becouse we beheve it
reftachs the core ongong opernrions of dhe Compony ond because we beieve it is responsive 1o requent questions we receve cbout the Campony from hird pertes. However, these measures nra nat considerad pismary measures of in
entity’s financiol resufts under generoly oecepted occeunting principles, (GAAP), and occordingly, shoukd net be considered as an olterative to similo: measwies os deteimined under GAAR and o5 reported by the Company. Fe(ontihim
betven this supplementol information ard the Company’s resulls o5 reported under GAAP con be found undex Itzm 7, Monagement’s Discussion ond Analysis of Financial Conditian and Reselts of Opesations, of the Company'’s Aniiol
Repost on Form 10 m(h.n:.!ed herein, ond ia the Company’s Report on Form 8K filed with the Securiries ond Exchange Commission on March 1, 2007

We define free cosh Tlow (FCF) os cash flow from aperating activites, exchuding items related to sales of busiesses, less customary copitel expendinses, plus proceeds from asset sales. FCF moy be defined differently by otfher compondes.
FCF is presented becowse it is o financial measuie frequently requested by third parties. However, FCF is not censidered to be o primary measure of an entity’s financial results vader GAAP Accordingly, FCF shauld not be considered os
on altemative 1o incone from operaticns, nef income, or cosh flows o5 determined under GAAP and cs reported by the Company. A reconciliation between FCF and the Company's cash flaws us determined under GAAP wn be fourd unda
Item 7, Management’s Distussion ond Analysis of Finacil Condifion nd Resuls of Operatians, of the Company’s Annuel Report on Furm 104 incloded herein. FCF includes the resubs of discontinued operarions faugh the dore of sele;




Growth

We experienced substantial growth in our profits and revenues. We earned

$28.7 million ($0.70 per diluted share) versus $19.6 million {$0.49 per diluted share)
in 2003, an increase of over 42%. Despite revenue growth in excess of 18%, from
$892.5 million in 2005 to $1.057 billion in 2006, we had positive free cash flow from

operations of over $17 million in 2006, and we remain debt free. Our net cash

balance was $90.3 million ar the end of 2006, compared with a cash balance

of $55.6 a vear earlier.

Commitment

One of our chief objectives is to develop the people who are the backbone and sinew
of Comfort Systems USA. Every-day as we go to market, our product is the services
that they perform. Their skill, dedication, and éxperience are crucial to successful '

projects and fulfilled expectations.
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“One of our chief objectives is

to develop the people who are
Comfort Systems USA”

In 2006 we increased the number and range of our training classes, and our

commitment is to make training excellence a hallmark of Comfort Systems USA. We

want to provide our team members with an orderly and fulfilling work environment,

. the opportunity to be challenged and succeed, and access to the best career paths

in our industry.

We remain vigorously committed to safety and enjoy an OSHA recordable

incident rate that is less than one-half of the most recently published OSHA rate

for our industry. In addition, our Lost Time Injury Rate is 60% below the industry

average. We strive to have every worker who picks up a tool or steps on a job site
" OSHA trained. At the end of 2006, despite having hired over 1,500 new people

during the year, 96% of our frontline field and shop workforce had received

. OSHA training. It is not uncommon for us to hire people who have worked in our

industry their whole lives but have never had the training we provide to every

Comfort Systems USA field and shop employee.
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15,000

o WA

11 (S thousands)

5 K

© 9003 2004 2005 2006

003 20

| Operating Cash Flow

Backlog

04 2005 2006

600,000

; {5 thousands)

o
I - R
LR
ay




W conslo

nily sirive fo
@
kENSICERS

rielht thing’ fer eur
@[md

SI&ME S

Y
w

¢l

i

°

ihe

B P s e e e ity e - e g
i
V

TIARRARARNNNN
Y tw:\ .wI\ A o L R

Wlﬂﬂﬁlillll

EELJHHJHW,
/A -4 A P T

oyt

m\@@@@m\@m @W




——

TR g

Credibility

Commitment to quality has allowed Comfort Systems USA to grow faster than our
industry in 2ue st as we have in past years. Our excellent reputation has been
eamed through some - < ~challenging years of transition. Customers and competitors
know that when we take  Niob, we will bring an excellent workforce, financial
strength, and an organization wih>Mpmatched experience. We believe that credibility
and performance, more than price éi-;‘:’elationships, are crucial ingredients to success
in our industry. That is why we constantly strive to “do the right thing” when it comes

to our customers and stakeholders.

Direction

During 2006 we made investments that expanded our company in two important
directions: new geographies and incremental service growth. We continued to open
operarions in new locations, and we expanded our product offering at a number
of exis-ting locations. Second, we expanded our service offerings through a variety
of approaches. We hired top service professionals from throughout our industry in
every one of our regions as well as in many of our individual locations. We have
extended existing service rraining and added new training programs to help our
employees sell, manage, and perform service work profitably. We are also working
to expand and refine our service reporting systems, and we are developing new
software tools and approaches to aid in expanding our service offerings. We beliéve

the investments we are making to expand our geography and grow our service will

generate significant returns in the future.

Energy
Our people and our organizations focus much of their effort on helping our customers
and our economy conserve precious nergy resources. ‘

HVAC systems are the single largest consumer of energy in virtually every facility
in the USA. As the price of a kilowatt hour increas'es,_the importance of proper service
and mainténance is magnified, and upgrading or replacing outdared or less-efficient
systems becomes more economically justifiable. Federal and state authorities are creating
regulatory and economic requirements and incentives to increase energy efficiency.

We have significant energy efficiency expertise, including both dedicated resources
and know-how, that is embedded in every operation and departmént across our many
locations. Comfort Systems USA is well positioned to help our customesrs ger the

right value for their energy expenditures.
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Opportunity

We plan to invest our growing financial resources. In 2007 and beyond we are

. optimistic that, in addition to organic growth, we can acquire new organizations

that share our values and will positively impact our bottom line. We will be prudent
and patient as we seek out valuable additions. Qur study of our industry and markets
gives us confidence thar acquisitions will be available that are constructive and

rewarding for Comfort Systems USA and our new partners over the long term.

Outlook

We have the team, resources, and attributes to be an even more significanr force in
our industry. The factors that drive long-term and short-term demand in our industry
remain positive, and we firmly believe that our investments in our people and company
have positioned us to continue value growth over a long time horizon. Activity levels
in our industry remain high. Our backlog is strong and is more concentrated than
ever in the locations and markets where we have enjoyed past success.

Today we are presenting to you our tenth Annual Report to Shareholders. In
1997 Comfort Systems USA was formed with a vision of growth and opportunity.
The ensuing years included some difficult times for our company, our industry,
and our nation. Qur company has progressed through times of excitement and
growth, challenges and setbacks, and most recently a period of quiet resolve and
internal improvement.

Qur experiences have produced long-term values that are embedded in our
culture and which we believe are affecting us in very positive ways. We, together with
thousands of team members in dozens of locations, are personally and organizationally
more committed than ever to improve every aspect of our performance.

Thank you for your belief in us. We will be here every day working to make

Comfort Systems USA bertcer and better.

Respectfully,

_William E Murdy Thomas N. Tanner William George
Chairman and CEO Executive Vice President Executive Vice President

and COO and CFO
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omfort Systems USA is committed to providing clear and comprehensive

information about our financial performance. Qur 2006 Annual Report
includes the complete Form 10-K, which is the report that all U.S. publicly
held companies are required to file annually with the Securities and Exchange
Commission (SEC).
The information contained in the Form 10-K is sepérated into Parts, which are

then separared into Irems. Qur Form 10-K has four parts:

Part I: Our Business _
In-depth descriptions of our business and segments, strategy, competition, employees,

company risk factors, and properties.

Part II; Our Financial Performance
Management's discussion of our results of operations and financial condition, our

financial statements, notes, and supplementary data.

Part lll: Our Management
A discussion of our code of ethics and directions for those who wish to obtain further

information.

Part IV: Exhibits

Certain executives’ and directors’ signarures and a list of exhibits.

—
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) -
OF THE SECURITIES EXCHANGE ACT OF 1934

For the Fiscal Year Ended December 31, 2006

Commission file number: 1-13011

Comfort Systems USA, Inc.

(Exact name of registrant as specified in its charter)

Delaware 76-0526487
(State or Other Jurisdiction (I.R.S. Employer
of Incorporation or Organization) ' Identification No.)
777 Post Oak Bivd.
Suite 500

Houston, Texas 77056
(713) 830-9600
(Address and telephone number of Principal Executive Offices)
Securities registered pursuant to Section 12(b) of the Act:

Name of Each Exchange on
‘Title of Each Class which Registered
Common Stock, $.01 par value . New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. YesOO No X

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or 15(d) of the
Act. YesOO No[X

Indicate by check mark whether the registrant (1) has filed all reﬁorts required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months {or for such shorter pericd that the registrant was required
to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes @ No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation SK is not contained herein,
and will not be contained, to the best of the registrant’s knowledge, in definitive proxy or information statements
incorporated by reference in Part 111 of this Form 10-K or any amendment to this Form 10-K." &

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer
{as defined in Exchange Act Rule 12b-2).

Large accelerated filer O Accelerated filer & Non-accelerated filer
Indicate by check mark whether the registrant is a shell company (as defined in Exchange Act
Rule 12b-2). YesO No X

As of February 23, 2007, the aggregate market value of the 39,995,792 shares of the registrant’s common stock held by

non-affiliates of the registrant was $556,341,467, based on the $13.91 last sale price of the registrant’s common stock on the
New York Stock Exchange on February 23, 2007.

As of February 23, 2007, 40,724,783 shares of the registrant’s common stock were outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

The information required by Part III (other than the required information regarding executive officers) is incorporated

by reference from the registrant’s definitive proxy statement, which will be filed with the Commission not later than 120 days
following December 31, 2006.




' FORWARD-LOOKING STATEMENTS g . - "

This r repon‘ contains forward-locking stateménts within the meamng of the Private Securities ngatzon ‘ '.‘
Reform Act of 1995. These statements are based on the current plans and expectations of Comfort Sysrems
USA, Inc. and involve risks and uncertainties that could cause actual future acuvmes and results of operaaons '
to be materially different from those set forth in the forward-looking statements. Imporrant facmrs that could
cause actual results to differ include, among others, national or regional weakness in non-residential o
construction activity, difficulty in obtaining or increased costs associated with bonding, shortages of labor and
specialty building materials, the use of incorrect estimates for bidding a fixed price contract, retention of key .
management, the Company’s backlog failing to translate into actual revenue or profits, errors in the Company’s.
percentage of completion method of accounting, the result of competition in the Company’s markets, seasonal
fluctuations in the demand for HVAC systems, the imposition of past and future liability from environmental,,
safety, and health regulations including the inherent risk associated with self-insurance, adverse litigation residlts.
and other risks detailed in the Company’s reports filed with the Securities and Exchange Commission..
Important factors that could cause actual results to differ are discussed under ‘Item 1A:- Company Risk . v
Factors”. These forward-looking statements speak only as of the date of this filing. Comfort Systems-USA, Inc:.1,
expressly disclaims any obligation or undertaking to release publicly any updates or revisions to any forward-, .+
looking statement contained herein to reflect any change in Comfort Systems USA, Inc.’s expectations with
regard thereto or any change in events, conditions or circumstances on which any such statement is based. . -

PARTI e

The terms “Comfort Systems "“we,” “us,” or “the Company” refer to Comfort Systems USA, Inc. or-
Comfort Systems USA, Inc. and its consolidated subsidiaries, as appropriate in the context. -

. . ' B - - . o
ITEM 1. Business . . '

’ .
P 4 .

Comfort Systems USA, Inc,, a Delaware corporation, provides comprehensive heating, ventilation-and .
air conditioning (“HVAC”) installation, maintenance, repair and replacement services within the
mechanical services industry in 53 cities and 60 locations throughout the United States. o T

We operate primarily in the commercial, industrial and institutional HVAC markets, and perform
most of our services within office buildings, retail centers, apartment complexes, manufacturmg plants, and
healthcare, education and government facilities. In addition to standard HVAC services, we provide *
specialized applications such as building automation control systems, fire protection, process cooling,
electronic monitoring and process piping. Certain locations also perform related activities suchas ™" ="
plumbing and electrical service.-Approximately 98% of our consolidated 2006 revenues were derived from
commercial, industrial and institutional customérs with approximatély 61% of the revenues attributable'to
installation services in newly constructed facilities and 39% attributable to maintenance, repair and
replacement services. Our consolidated 2006 revenues were derived from the followmg service activities,
all of which are in the mechanical services industry, the single industry segment we serve:

-~ o

Percentage of

Service Activity . : .- -+ - Revenue
. . ., - HVAC.......... sieneeiaans e - T4%. .
Plumbing ... ... e , 18%
Building Automation Control Systems............ 3%
Other.....ooooi 3%, . \
- 5 72 S 10065

We were originally fdrmed in 1997 through an initial public offering, or IPO, arld simultaneous .
acquisition of 12 companies engaged in our business. From the time we completed our IPO through .-
December 1999, we acquired 107 HVAC and complementary businesses, of which 26 were “tuck-in”




' company mto other operatlons Today we have 38 operatmg umts

operations that were integrated upon acquisition with existing:operations. From 2000 through 2005 we -+

acquu’ed only one company and shifted our strategy from an cmphas1s on acqulsluon-based growthtoa -
focus on lmprovmg the performance of our existing operatlons Durmg that tlme we. sold orceased | *
operatlons at 40 compames and consolrdated another 14 compames mto other operatlons Durmg 2006 we
sold certain assets and qeased operatrons at one of our operatmg compames and consohdated one. o

. Our Internet address is http ffwww. comfomystemsusa com: We makc avallable free of charge ONLOTEs
through our website our annual report on Form 10-K, quarterly reports on Form 10-Q, current reportson
Form 8-K; and amendments.to those reports filed.or. furnished pursuant to Section 13(a) or15(d) of the - .
Exchange Act as soon as reasonably practicable after we electronically file such material with, or furnish it
to, the Securities and Exchange Commission; or the Commissiont Qur website also includes our code of .
ethics; titled Corporate Compliance Policy: Standards and Procedures Regarding Business Practices,” .. »
together with other governance materials including our corporate governance’guidelines and our Board: . -
committee charters. Printed versions of our'code of ethics and our corporate'governance guidelines may be
obtained’ upon written request to our Corporate Comphance Offlcer at the Company’s headquarters R
address. - . . . PRI B " W E o . [
Mg s .‘.-.\)" A IR A I T AT I PR T

Industry Overview. ..'!" - T L R e T e

We believe that the commercial, industrial, and institutional HVAC industry generates annual
revenues in excess of $40 billion. HVAC systems are necessary to virtually all commercial, industrial and
institutional buildings:aswell as homes. Because most buildings are sedled; HVAC systems provide the
primary method of circulating fresh'air'in such buildings. In many instances, replacing an aging system with
a modern, energy-efficient HVAC system significantly reduces a building’s operating costs and improves
air quality and HVAC system effectiveness. Older commercial, industrial and institutional facilities often
have poor air quality as well as inadequate air conditioning, and older HVAC systems result in significantly
higher energy costs than do modern systems. These factors cause many facility owners to consider-
replacing older systems before the end of their functioning lives.. : T T

Many factors positively affect HVAC industry growth, particularly (i) population growth, which has
increased the need for commercial, industrial and institutional space, (ii) an aging installed base of, + . .. -
buildings and HVAC equipment, (iii) increasing sophistication, complexity, and efficiency of HVAC )
systems, (iv) growing emphasis on indoor air quality, and (v) reduction or elimination of the refrigerants |
commonly used in older HVAC systems, We believe these factors should increase demand for the ..., -,
reconfiguration or,replacement of existing | HVAC systems and may also mitigate, to some extent, the, effect
on.thee HVAC 1ndustry of the cyclicality inherent in the traditional construction industry. -+, ..~

The ‘HVAC mdustry can be broadly dwldcd mto two servrcc functlons R

PRIV

. 1nstallatlon m newly Constructed fac1lltles whlch prov1ded approxrmately 61% of o our revenues in -
2006,and :

+ maintenance, repair a_nd replacement, which provided the remaining 39% of our 2006 revenues.

Installation Services. Installation services consist of “design and build” and “plan and spec” projects. In
“design and build” projects, the commercial HVAC firm is responsible for designing, engineering and
installing a cost-effective, energy-efficient system customized to the specific needs of the building owner.
Costs and other project terms are normally negotiated between the building owner or its representative
and the HVAC firm. Firms that specialize in “design and build” projects generally have specially-trained
HVAC engineers, CAD/CAM design systems and in-house sheet metal and prefabrication capabilities.
These fitms use a consiiltative approach with customers and' terid to develop long-term relat1onsh1ps wrth
building owners and developers general contractors, arch1tects consulting engineers and property’
managers. “Plan and spec”™installation réfers to projects in which a third-party architect or consultmg T




engineer designs:the ' HVAC systems and the installation project is “put out-for bid.” We-believe that “plan
and spec” projects usually take longer to complete than “design and build” projects because the system .=+
design and installation process generally are not integrated, thus resulting in more-frequent adjustments to
the technical specifications of the project and corresponding changes in work requirements and schedules.
These adjustments can occur during the bid process or during the project itself;.in either case adding weeks
or months to.the project schedule. Furthermore, in “plan arid:spec” projects, the HVAC firm isnot 7. .

responsible for project design and othenparttes must also approve any changes, thereby increasing overall:

project time and-cost. 1. 0! . u B N ATt S S

[T

LY
Mamtenance Repatr and Replacemem Serv'tces These servnces tnclude mamtammg, repatrmg,

replacmg, reconftgurmg and’ momtorlng prev1ously installed HVAC systems and bmldtng automatlon ‘
controls. The growth'and aging of the lnstalled base of HVAC systems and the demand for more efﬁc1ent
and sophisticated systems and building automation controls hidve fuéled growth in this service liné: The *
increasing complexity of these HVAC systems is leading. many commercial, industrial and institutional
building owners and property managers to increase attention to maintenance and to outsource - .+ | .,
maintenance and-repair, often through service agreements with HVAC service providers. In addition,, . - :
further restrictions have been placed on the use of certain types of refrigerants used in HVAC systems .
which, along with indoor air quality concerns, may increase'demand for the reconfiguration and -
replacement of existing HVAC systems. State-of-the-art control and monitoring systems feature electromc
sensors and microprocessors. These systems require specialized training to install; maintain and repair, and
the typical building engineer employed directly by a building owner or manager has not-received this
training. Increasingly, HVAC systems in commercial, industrial and institutional buildings are being
remotely monitored through PC-based communications systems to improve energy efﬁciency and expedite

problem diagnosis and'correction, thereby.allowing us to provide maintenance and repair services at a
lower cost. . . . AT R

i

[

Strategy : - - E . T A

We focus on strengthening operating competencies and on 1ncreasmg pl‘Oflt margms The key

elements of our operating strategy are: “

Achieve Excellence in Core Competenczes We have identified Six core competencies, which we believe
are critical to attracting and retaining customers, increasing operating income and cash flow and creating
additional employment opportunities. The six core competencies are: (i) customer cultivation and

intimacy, (ii} design and build expertise, (iii) esttmattng, (1v) job costing and job measurements, (v) safety,

and(w)serwcecapabthty o . e ST

-t« Achieve Opemtmg Efﬁc:enaes We. thmk wecan achieve operatmg efficiencies and cost savings- through
purchasing economies; adopting “best practices” operating'programs, and focusing-on ‘job management to’
deliver'services in‘a cost-effective and efficient manner. We have placed great emphasis on unprovmg the

“job loop” at our locattons—-quahfymg, estimating, pricing and: executlng projects’effectively and For
efficiently, then promptly assessing prolect experience for applicability to current and future protects We
also use our combined purchasmg to gain volume discounts on products and services such'as HVAC .
components raw materials, semces vehicles, bonding, insurance and employee benefits.

Atiract, Retam and Invest in our Employees. We seek to attract and retain quality employees by
providing them an ‘enhanced career path from working for a larger company, the opportunity to realize a
more stable income and attractive benefits packages. Over the past few years we have substanttally
increased our investment in training, including programs for project managers, field’ superlntendents
service managers, sales managers, and more recently, leadership and developrient of key ) managers and
leaders. We believe.these programs can Iead to significantly increased efficiency anid growth. °

.t




v Focus on Commmercial, Industridl and Institutional Markets. We primarily focus on the commercial,
industrial and institutional markets, with particular emphasis on “design and build” installation services, -
and on maintenance, repair and replacement services. We believe that the commercial, industrial, and
institutional HVAC markets are attractive because of their growth opportunities, large and diverse :
customer base, reduced weather exposure as compared to residential markets, attractive margins and
potential for long-term retationships with building owners, property managers, general contractors and -
architects. We believe that’although the end-use is ultimately residential, large multi-family projects have ‘
many of the same characteristics as commercial construction. Although we plan to continue our vor
involvement in multi- famlly work, we have decided to focus a portion of our resources away from this work
and we expect that as a result, the portlon of our work that is multi-family will diminish’ somewhat in the
future. Approxm'lately 98% of our, consolidated 2006 revenues were derived from cornmermal and
industrial customers and large multl-famlly residential projects. o . .

Maintain a Diverse Customer, Geographic and Project BaseWe have what we believe is a well-
diversified distribution of revenues across end-use sectors that reduces our exposure to negative
developments in any given sector. We also believe we have a reasonable dcgree of geographical
diversification, again reducing our exposure to negative developmcnls in any gwen reglon Our dlstnbutlon
of revenues in 2006 by end-use sector was' as follows: - : :

Multl-Famlly....'..:.......-...........; ............. o 22%
. Schools........ e i e co. . 14%
+ .~ Office Buildings. .-..... R R 2o 13% oo o
o : Manufacturing. .. ... ... e e 10% .
N Healthcare .. .:........ e e 10% - v
GOVEIMIMEN . . .ottt i it e s eia e annar e eeenns 9% ‘
Retail ... e e 7%
DHStrIbULION . . o e e e e e 2%
. Residential. ....... e e 2%
o Hotels.......... e L 2% .
BaDKS - vttt e e 1%
"Other........... e Feeeeaenn . 8%
Total ................ -~ L 100%

Approximately 86% of our revenues are earned on a project basis for installation of HVAC systems in
newly constructed facilities or for replacement of HVAC systems in existing facilities. As of Décember 31,
2006, we had 3,638 projects in process with an aggregate contract value of approximately $1,451.4 million.
Our average project.takes three to six months to complete, with an average contract price of apprommately
$400,000. This relatively small average project size, when taken together with the approximately 14% of :
our revenues derived from maintenance and service, provides us with what we believe is a reasonably » ¢
broad base of work for a company involved in the construction scrvices sector. A stratification of projects
in progress as of December 31, 2006, by contract prlce 1s as follows: -

i

"No. of Aggregate Contract

Contract Price of Project . ) Projects  Price Value (millions) ,
_ Under $1million .:...ooveinniiiin s, ... 3,386 $ 4906 ., .
$1 million - $5 million.. . ..... e Lo 194 . 4572 0
$5 million - $10 million. ... .............. PURTUPUIN C L, 43 . 2763 .
$10 million - $15 million . w.oc. ;v eevviareeeeenenes 1L 1385
$15 million - $33 million. . ..........ooovininnnn e 4 888 ., .
TOAL + vttt et ettt et e e 3,638 $1451.4




Leveraging Resources and Service Capabilities: We believe significant operating efficiencies can be. -
achieved by leveraging resources among our.operating locations: For'example, we have shifted certain: - .
prefabrication activities into centralized locations thereby.increasing asset utilization in these centralized: .
locations and redirecting prefabrication employees into-other operational areas. We also allocate our “ " ;
engineering, field and supervisory labor from one operation to another to more fully-use our employee
base, meet our customers’ needs, and share'expertise. We believe we have realized scale benefits from *+ .
combining purchasing, insurance, benefits, bonding, and financing activities aéross our operations;\We also’
believe larger regional and national commercial, industrial, and institutional entities canbenefit from ~+ i
consolidating their, HVAC needs with service companies that.are capable of providing those services ;
regionally or, natlonally In response to thlS opportunity, we operate a nanonal call center to dlspatch
techmcnans to reglonal and national sites requiring;service and use web: based propnetary 1nformanon _
systems to malntam 1nformat10n on the customer’s sites and equlpment

T B W AL

. Seek Growth Through Expansion and Measured Acquisitions. We believe that we can'increase'our " ¥
operating income by opportunistically entering new markets:or service lines through expansion-and
acquisition:'We have based such-expansion on existing customers; relationships or expertise, and expect to
selectively pursue.such opportunities in the future: When we find opportunities.to acquire businesses that
have attractive valuations and meet other criteria involving finaricial, operational, management geographtc
and legal dué diligence considerations, we will consider such transactions. - * -
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Operatlons and Services Provided

We provide a wide range of installation, maintenance, repair. and replacement services for HVAC and -

related systems in commercna] 1ndustrlal and mstltutlonal properties. We manage our, locatlons ona. .
decentralized basis, with local management maintaining responsnblhty for day-to-day operating decisions.
Our local management 18 augmented by regional leadership that focuses on core business competenc1es
regional f1nanc1al performance, cooperation-and, coordmatlon between locatlons implementing best .
practices, and on major, corporate initiatives. In addmon to senior management local personnel generally Y
include design engineers, sales personnel customer service personnel mstallatlon and service technicians,
sheet metal and prefabrlcatton techmclans estimators and admmlstratlve personnel We have Centrallzed
certaiil admlmstratwe functlons such as msurance employee beneflts trammg, safety programs marketmg
and cash management to enable’ our local operatmg management to focds on pursmng new busmess
opportumtles and i 1mprovmg operatmg efﬁc1enc1es We- also combme eertam back offlce and L M
admlnlstratlve functlons at varlous locatlons ! W e .'. S oL . ‘:
Installation Semces Our 1nstallatton busmess related to newly constructed facﬂmes, Wthh comprised,,

apprommately 61% of our. consohdated 2006 revenues,iinvolves the de51gn, engineering, integration,: ., ...
installation and start-up of I—IVAC, bunldlng automation controls and related systems. We provide “des;gn
and build” and “plan and spec”, installation services for offlce but]dlngs retail centers, apartment _
complexes, manufacturing plants, health care, education. and government facilities and other commerc1al
industrial, and institutional facilities. In a “design and build” installation, working with the customer, we
determine the needed capacity and energy efficiency of the HVAC system that best suits the proposed
facility. We then estimate the amount of time; labor, materials and equipment needed to build the
spec1fied System. The final de51gn terms price and tmung of. the project are then negotiated with the ,
customer or its representatwes after whlch any necessary modtﬁcatlons are made to the system plan. In .
“plan and spec’ mstallatloLn we partlclpate in a bid process to provtde labor, equipment, materials and

1nstallatlon based on plans and engmeermg speaftcatnons prov1ded by a customer, general contractor or
consultmg engmeer

1 .
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Once an agreement has been: reached we order the necessary materials and equipment for delivery to:

- meet the project.schedule. In many instances, we fabricate the ductwork and piping and assemble certain -

components for the system based on the mechanical drawing specifications; eliminating the need to
subcontract ductwork or piping fabrication. Then we install the system at the project site, working closely .




with the general contractor. OQur average project takes three to six months to complete, with an average
contract price of approximately $400,000. We also perform larger project work, with 252 contracts in
progress at December 31, 2006 with contract prices in excess of $1 million. Qur largest project currently-in
progress has a contract price of $32.5 million. Project contracts typically provide for periodic billings to the,
customer as we meet progress milestones or incur.cost on the project. Project contracts in our industry also
frequently allow for.a small portion of progress billings or contract price to be.withheld by the customer
until after we have completed the work, typically for six months. Amounts withheld under this practice are - |
known as retention or retainage. ) i ceoo _ 2

"

We also install process cooling systems and building automation controls and monitoring systems.
Process cooling systems are used primarily in industrial facilities to provide heating and/or cooling to
precise temperature and climate standards for products being manufactured and for the manufacturing
equipment. Building automation control systems are used in HVAC and process cooling systems to
maintain pre-established temperature or climate standards for commercial or industrial facilities. Building
automation control systems are capable not only of controlling a facility’s entire HVAC system, often on a
room-by-room basis, but can also be programmed to integrate energy management, and monitoring for
purposes-of security, fire, card key access, lighting and other building systems. This monitoring can be
performed on-site or remotely through a PC-based communications system. The monitoring system
communicates an exception when a system is operating outside pre-established parameters. Diagnosis of
potential problems and remedial adjustments can often be performed remotely from system monitoring
terminals.

Maintenance, Repair and Replacement Services. Our maintenance, repair and replacement services
comprised approximately 39% of our consolidated 2006 revenues and include the maintenance, repair,
replacement, reconfiguration and monitoring of HVAC systems and industrial process piping.
Approximately two-thirds of our maintenance, repair and replacement revenues were derived from
replacing and reconfiguring existing HVAC systems for commercial, industrial, and institutional
customers. Replacement and reconfiguration are usually performed on a project basis and often use
consultatwe expertise similar to that prov:ded in the “design and build” installation market.

Mamtenance and repair services are prov1ded either in response to sétvice calls or under a service
agreement. Service calls are coordmated by customer service representatives or dispatchers that use
computer and communication technology to process orders, arrange service calls, communicate with
customers, dispatch technicians and invoice customers. Service technicians work from service vehicles
equipped with commonly used parts supplies and tools to complete a variety of jobs. Commercial,
industrial and institutional service agreements usually have terms of one to three years, with automatic
annual renewals, and typically with 30-60 day cancellation notice periods. We also provide remote
monitoring of température, pressure, humidity and air flow for HVAC systems. If the system is not
operating within the specifications set forth by the customer and cannot be remotely adjusted, a service
crew is dispatched to analyze and repair the system.” ‘

Sources of Supply

The raw materials and comporents we use include HVAC system components, ductwork, steel, sheet
metal and copper tubing and piping. These raw materials and components are generally available from a
variety of domestic or foreign suppliers at competitive prices. Delivery times are typically short for most
raw materials and standard components, but-during periods of peak demand, may extend to one month or
more. Over the last two years, many steel, iron and copper products, in particular, have experienced
significant price fluctuation and some constrained availability. We estimate that direct purchase of these
commodities comprises between 10% and 15% of our average project cost. We began taking steps early in
2004 to reduce commodity cost exposure. Among these steps were early buying of commodities for
particular projects, or for general inventory, as well as including escalation and escape provisions in project
bids and contracts wherever possible. The negative effects of unrecovered commeodity cost inflation in our




project results have been modest, and are reviewed further in Item 7 “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” later in this report. .

Chillers for large units typically have the longest delivery time and generally have lead times of up to *
six months. The major components of commercial HVYAC systems are compressors and chillers that are
manufactured primarily by York, Carrier, Trane and Lennox. The major suppliers of building automation

control systems are Honeywell, Johnson Controls, Siemens, York, Automated Logic, Novar and Andover -

Control Corporation. We do not have any Slgmflcant contracts guaranteeing us a supply of raw materials

Or COmponents. ; ’

We administer a portion of our procurement activities with Emcor Group, a larger publicly-held
provider of electrical and mechanical services and facilities management. This coordination includes

contractual arrangements with Emcor under which certain Emcor employees provide procurement
management services to us. C .

Sales and Marketing

We have a diverse customer base, with no single customer accounting for more than 5% of
consolidated 2006 revenues. Management and a dedicated sales force are responsible for developing and
maintaining successful long-term relationships with key customers. Customers generally include building
owners and developers and property managers, as well as general contractors, architects and consulting
engineers. We intend to continue our emphasis on developing and maintaining long-term relationships
with our customers by providing superior, high-quality service in a professional manner. We believe we can
continue to leverage the diverse technical and marketing strengths at individual locations to expand the

services offered in other local markets. With respect to multi-location service opportunities, we maintain a.

national sales force in our national accounts group.
. - . . .

Employees

As of December 31,2006, we had 6,647 employees. We have collectlve bargammg agreements
covering 6 employees. We have not experienced and do not expect any significant strikes or work
stoppages and believe our relations with employees covered by collective bargaining agreements are good.

Recruiting,Training and Safety ' ' ' o

Our contmued success depends, in part on our ability to continue to attract retam and motlvate
qualified engineers, service technicians, field supervisors and project managers. We believe Qur SuCCess in
retaining qualified employees will be based on the quality of our recruiting, training, compensation,
employee benefits programs and opportunities for advancement. We provide on-the-job training, technical

training, apprenticeship programs, attractive benefit packages and career advancement opp_ortunities
within our company.

We have established comprehenswe safety programs throughout our operatlons to ensure that all
technicians comply with safety standards we have established and that are established under federal, state
and local laws and regulations. Additionally, we have implemented a “best practices” safety program
throughout our operations, which provides employees with incentives to improve safety performance and
decrease workplace accidents. Regional safety directors establish safety programs and benchmarking to
improve safety within their region. Finally, our employment screening process seeks to determine that
prospective employees have requisite skills, sufficient background references and acceptable driving
records, if applicable. Our rate of incidents recordable under the standards of the Occupational Safety and
Health Administration (“OSHA”) per 100 employees per year, also known as the OSHA recordable rate
was 3.60 during 2006. This level was 51% better than the most recently publlshed OSHA rate for our
industry. We have improved our OSHA recordable rate every year sinceé we first began tracking it
company-wide eight years ago.




Risk Management, Insurance and Litigation T . o ‘ '.f 4

The primary risks in our operations are bodily injury, property damage and wotkers“compensation +
injuries. We retain the risk for worker’s compensation, employer’s liability, auto liability, general liability
and employee group health claims resulting from uninsured deductibles per incident or occurrence.
Because we have very large deductibles, the vast majority of our claims are paid by us,'so as a practical .
matter we self-insure the great majority of these risks. Losses up-to such per-incident deductible amounts
are estimated and accrued-based upon known facts, historical trends and industry averages utilizing the . i
assistance of an actuary to project the extent of these obligations. Ca

We are subject to certain claims and lawsuits arising in the normal course of business. We maintain
various insurance coverages to minimize financial risk associated with these claims. We have estimated and
provided accruals for probable losses and related legal fees associated with certain of our litigation in our .-
consolidated financial statements. While we cannot predict the outcome of these proceedings, in our ., -~
opinion and based on reports of counsel, any liability arising from these matters individually and in the
aggregate will not have a material effect on our operatmg results or financial condition, after giving effect
to provisions already recorded. Lo . 4o o Co

- In addition to the matters described above, we'are defending a dispiite atising out of an alleged delay
related to a multi-family construction project” Plaintiffs allege actual damages'of $7 million plus attorneys
fees, punitive damages, and pre-judgment interest. The trial relating to this matter is curréhtly'_ scheduled
for the second quarter of 2007. We ‘anticipate that contribution froi a co-defendant and insurance:="* -
proceeds will, in part, offset any adverse judgment. Managemeént believes the accruals relating to the’ s
matter appropriately reflect a probable outcome; however, if we aré not succcssful in thlS dlspute it could

have a material adverse cffect on our operating results. - : S S v

We typically warrant labor for the first year after installation ‘on riew HVAC systems and pas's tﬁrough
to the customer manufacturers’ warranties on equipment. We generally warrant labor for 30 days after
servicing of existing HVAC systems. We do not expect warranty clalms to have a materlal adverse effecl on
our flnanc:lal position or results of operatlons ) o

el ‘ . L
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Competltlon T O S R AU A ST R R P

The HVAC industry is highly competitive and consists of thousands of local and regional companies.
We believe that purchasing decisions in the commercial, industrial and mstltutlonal markets are based on
(i) competitive price, (ii) long-term customier relationships, (iii) quallty, tlmclmcss and reliability of
services provided, (iv)'an orgamzatlon S percewed stability based on years in busiriess, fman01al strength
and access to bonding, (v) range of services provided, and (vi) scale of opération. To improve our **
competitive position we focus on both the consultatlve “design and build” instaltation market and the '
maintenance, repair and replacement market to promote first the developmént and then the strengthéning
of long-term customer relationships. In addition, we believe our ability to provide multi-location coveragg,
access to project financing and specialized technical skills-for facilities owners gives us a strategic
advantage over smaller competltors ‘who may be unable to provide these services to customers ata -
competitive price. - - T C e

"3

We believe that we are larger than most of our competltors Wthh are gencrally small, owner-
operated companies that typlcally operate in a limited geographlc area. However, there are - divisions of
larger contractmg compames , utilities and HVAC equlpment manufacturers that provide HVAC services
in some of the same service lines'and geographlc areas we serve. Some of these compentors and potentlal '
compeutors have greater financial resources than we do to fmance development opportumtles and support
their operations. We bélieve our smaller competltors ‘generally compete with 1 us based on price and their
long-term relationships w1th local customers. Our larger competltors compete with us on those factors. but
may also provide attractive fmancmg and comprehenswe service and product packages "




Vehicles S .

We operate a fleet of various owned Or leased service trucks vans and support vehicles. We believe
these vehicles generally are well maintained and sufflc:lent for our current operatlons

' o [

Governmental Regulation and Environmental Matters

- N

Our operatrons areé subject to various fecleral state and local laws and regulatlons mcludmg e
(i) licensing requirements applicable to engineering, construction and service techmcnans (ii) building and,

HVAC codes and zoning ordinances, (m) regulations relating to consumer protection, including those
governing residential service agreements and (iv) regulations relatmg to worker safety and protectlon of
the environment. We believe we have all required licenses to conduct our operations and are in substantial

compliance with applicable regulatory requirements. If we fail to comply with apphcable regulatlons we
could be subject to substantial fines or revocation of our operating licenses.

Many state and local regulatlons governing the HVAC services trades requrre individuals to hold " -

permits and licenses: In some cases, a required permit or lleense held by a single individual may be '

sufficierit to authorize speelfled activities for all of our service technicians who work in the state or county -

that issued the permit or license. We seek to ensure that where possrble we have two employees who hold
any such permits or licenses that may be material to our operations in a particular geographic reglon

Our operations are ‘subject to the federal Clean Air Act, as amended, which governs air emissions and
1mposes specific reqmrements on the use and handling of chlorofluorocarbons, or CFCs, and certain other’
refngerants Clean Alr Act regulanons require the certification of service techmcmns involved in the
service or repair of equipment coniaining these refrigerants and also regulate the containment and
recycling of these refrigerants. These requirements have increased our training expenses and .expenditures
for containment and recycling equipment. The Clean Air Act is intended ultimately to climinate the use of
CFCs in the United States and to require alternative refrigerants to be used in replacement HVAC ., .
systems: We do not believe these regulations involving CFCs will materially affect our business on the - .
whole because; although théy require us to incur. modest ongoing training costs, our competitors also i lncur
such costs, and the regulanons may encourage our customers to update therr HVAC systems. © e

o
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Executlve Officers [ VU
We have five executive officers, S o

William F.-Murdy, age 65, has served as our Chairman of the Board and Chief Executive Officer since' -
June 2000. Prior to this he was Interim President and Chief Executive Officer of Club Quarters, a
privately-owned chain of membership hotels. From January 1998 through July 1999, Mr. Murdy served as
President, Chief Executive Officer and Chairman of the Board of LandCare USA, a pubhclv-traded '
commercial landscape and tree services company. He was prlmarlly respon51ble for organizing LandCare
USA and jts listing as a publlcly-traded company on the New York Stock Exchange in July 1998, LandCare
USA was acquired in July 1999 ) by another publicly-traded company specrallzmg in services to homeowners
and commerCIal facilities. From 1989 through December 1997, Mr. Murdy was President.and Chief
Executive Officer of General Investment and Development Company, a privately-held real estate
operating company, From,1981 to 1989, Mr. Muidy served as the Managing General Partner of the
Morgan Stanley Venture Capltal Fund. From 1974 10 1981, Mr. Murdy served as the, Senlor Vice

President, among other positions, of Pacific Resources, Inc., a publlcly-traded company mvolved prlmarlly

in petroleum refining and marketing. -

+Thomas N. Tanner, age 58, has served as'our Executive Vice Pres1dent and Chief Operatmg OfflCEI‘“
since May 2005, was our Senior Vice President and Chiéf Operating Officer from Jurne- 2004 to May 2005,
and served as Senior Vice President, Operations from January 2004-to May 2004. From May 2001 to




December 2003, Mr. Tanner was our East Region Vice President and from May 1999 to May 2001 was our
East Region Controller. From September 1980 until May 1999, Mr. Tanner was Vice President and Chief

Financial Officer of three related comipanies that were ultrmately acqurred by Comfort Systems Armam
Plumbing and Mechanical, Inc Woodcock & Associates, Inc., and abj Fire Protection Co., Inc! '

William George I, age 42, has served as our Executive Vice President and Chiéf Financial Officer
since May, 2005 was our Senior Vice President, General Counsel and Secretary from May 1998 to .
May 2005, and was our Vice Pres1dent General Counsel and Secretary from March 1997 to Aprll 1998
From October 1995 to February 1997, Mr. George was Vice Presrdent and General Counsel of American,
Medical Response Inc a publicly- traded healthcare transportatlon company. From September 1992 to
September 1995, Mr., George pracnced corporate and anutrust law at Ropes & Gray, a Boston "
Massachusetts law fnm : '

L2
. v
Julie S. Shaeff, age 41 has served' as our Semor Vice President and Chief Acc0untmg Offrcer since
May 2005, was our Vice President and Corporate Controller from March 2002 to May 2005, and was our
Assistant Corporate Controller from September 1999 to February 2002. From 1996 to August 1999
Ms. Shaeff was Financial Accountmg Manager—Corporate Controllers Group for Brownmg Ferns
Industries, Inc., a publlcly—traded waste services company. From 1987 to 1995, she held varlous posrtrons
with Arthur Andersen LLP. Ms. Shaeff is a Certified Public Accountant

Trent T McKenna, age 34, has served as our Vice President, General Counsel and Secretary since
May 2005 and was our Assoc1ate General Counsel from August 2004 to May 2005. From February 1999 to
August 2004 Mr. McKenna was a practlcmg attorney in the area of complex commercial litigation in the
Houston, TX office of Akln Gump Strauss Hauer & Feld LLP, an 1nternat1onal law firm..

LA et 1 .

ITEM 1A, Campany Rrsk Factors b ' R ,'Iu . " i} -
Our business is subject to a variety of risks. The nsks and uncertainties descnhed below are not the only’
ones we face. Additional risks and uncertainties not known to us-or not described below, which we have
not-determined to be material; may also impair.our business operations. You should carefully consider the
risks described below, together with all the information included in this report. Our business, financial- -
condition and results of operations could be adversely affected by the occurrence of any risk. Such risk
events may cause actual results to differ materially from expected and historical results, and the trading .
price of our common stock could decline, o
P T
Because we bear the risk of cost overruns in'most of our contracts, we may experience reduced proﬂts or, in'some
cases, losses under these contracts if costs increase above our estimates. = 1 ., ceo LT

Our contract prlces are estabhshed largely upon "estimates and assumptrons which include """+ -’
assumpuons about future €conomic conditions, prices and availability of labor, equ1pment and materials
and other factots outside our control. If these estimates prove to be maccurate or crrcumstances change
such as unanhcrpated technical problems, difficulties in obtaining pemuts or approvals changes in local _
laws or labor conditions, weather delays, ﬂuctuatlons in cost of raw materials, or ouf’ “suppliers’ or
subcontractors’ 1nablhty to perform cost overruns may occur, and we'could experiénce reduced profits or a
loss for the project. Addltronally, in"certain circustances, we guarantee project completion or the
achievement of certain acceptance and performance testing Tevels by a scheduled date. Failure to meet
schedule or performance requrrements could result in additional costs to us. While we - may seek to recover
thes¢ amounts as claims from the supplier, vendor, subcontractor or other th1rd party responsrble for the’
delay or for providing non-conforming products or services, we cannot be certain that we will recover all or
any part of these costs in all circumstances. Performance problems for.existing and future projects could
cause our actual results of operations to differ materially from those anthlpated by us as well as damaging -
our reputation within our industry and- our customer base. - . .o ' : N
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Our backlog is subject to unexpected ati;ustmems and cancellatmns, which means that amounts included in our
backlog may nof result inactual revenue or translate into profits. - L AL R T B

We cannot guarantee that the Ievenues prolected in our backlog wrll be realized or, if reahzed wrll

result in profits. Prolects may remain in our backlog for an extended perrod of time or pro]ect cancellatrons '

or scope adjustments may occur with respect to contracts reflected in our backlog. Finally, poor prolect or_

contract performance could also impact our profrts The revenue projected from our backlog may not be
realized or, if reallzed may not result in profits.

4
I T S AU ELNE S . I I

We may be adversely rmpacted by the seasonal and cyclrcal nature of the markets we serve, and an econom:c .
downturn in the industries we serve may result in certain of our customers being unable to pay us on a trmely
basis, or at all, and lead to a decrease m demand for our services.

HCEN . vy ey el
- The demand for our services is dependent upon the existence of construction projects and service
requirements within the industries in which we operate. Any downturn in the commercral industrial and.
institutional HVAC markets or any other of our rnarkets could adversely i rmpact our perforrnance The N
mdustncs we ‘operate m have been and will contlnue to be vulnerable to general downturns and are cyc]rcal

[l
in nature, As a result, our results [may vary dependmg upon the demand for pro_|ects w1th1n the mdustrles
we serve. :

.
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A srgmf cant portmn of our busmess depends on our ability to provide surety bonds We may be unable fo ‘compete

Jor) work on certain projects if we are riot able to obtam the necessary surety bonds. .

In the past we have expanded and we 1ntend to continue to expand the number of total contract e
dollars that require an underlying bond. Surety market conditions are currently difficult as a result of ;. - .
significant losses incurred by many surety companies. Consequently, less overall bonding capacity is
available in the market.and terms have become-more expensive and restrictive. We'may not be able to . .
maintain a sufficient level of bonding capacity in the future, which could preclude us from being able to bid
for certain contracts and successfully contract with certain customers. Additionally, even.if we arc able to
successfu]ly increase bonding capacrty to sufflcrently bond future work, we may be requrred to post
collateral to secure bonds which would decrease the liquidity that we would have avallable for other
purposes. If our surety companles were to llmlt or ellmtnate our access to bondmg, our altematlves would
include seekmg bondmg capaCIty from other surety compames mcreasmg busingss with c}rents that do not’
require bonds and posting other forms of collateral for project performance such as letters of credlt or ..
cash. We may be unable to secure these alternatwes ina trmely manner, on acceptable terms, or at all As
such, if we were to experlence an interruption or reduction in the availability of ‘bonding capacity, lt 1s
likely we would be unable to compete for or work on certain projects.

.

o Bt o R
Our use of the percenmge -0f- completmn method of accountmg cou!a' result ina reductwn or reversal of prewousty
recorded revenues or prafits.

A matenal portion of our revenues are recogmzed usmg the percentage of-comp]etlon method of
accounting. The pcrcentage-of—cornpletlon accountmg practrces that we use result i in our recognizing i
contract revenues and earnings ratably over the contract term in the proportlon that our actual costs bear
to our esnmated contract costs. The earnings or losses recognrzed on 1nd1v1dual contracts are based on_ '
estimates of contract revenues, costs and proﬁtabrllty We Teview our estrmates of contract revenues, costs

and profrtabllrty on'an ongoing basis. Prlor to.contract completlon we may ad]ust our estlmates on one or

more occasrons as a result of change orders to the ongmal contract, collection dlsputes with the customer
on amounts invoiced or claims against the customer for increased costs incurred by us'due to customer-
induced delays and other factors. Contract losses are recognized in the fiscal period when the loss is
determined. Contract profit estimates are also adjusted in the fiscal period in which it is determined that
an adjustment is required. As a result of the requirements of the percentage-of-completion method of
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accounting, the possibility exists, for example, that we could have estimated and reported a profit on a
contract over several periods and later determined, usually near contract completion, that all or a portion |
of such previously estimated and reported profits were overstated. If this occurs, the full aggregate amount
of the overstatement will be reported for the period in which such determination is made, thereby
eliminating all or a portion of any profits from other contracts that would have otherwise been reported in
such period or even resulting in a loss being reported for such period. On a historical basis, we believe that
we have made reasonably reliable estimates of the progress towards completion on our long-term
contracts. However, given the uncertainties associated with these types of contracts, it is possible for actual
costs to vary from estimates prewously made which may result in reductions or reversals of prevrously
recorded revenues and proflts

Intense competition in our industry could reduce our market share'and our profits.

The markets we serve are highly competitive. Our industry is characterized by many small companies
whose activities are geographically concentrated. We compete on the basis of our technical expertise and
experience, financial and operational resources, nationwide presence, industry reputation and our ‘
dependability. While we believe our customers consider a number of these factors in awarding available
contracts, a large portion of our work is awarded through a bid process Consequently, price is often the
principal factor in determining which contractor is selected, especially on smaller, less complex projects.
Smaller competitors are sometimes able to win bids for these prOJects based on price alone due to their
lower cost and financial return requirements. Intense competition is expected to continue in our industry,
presenting us with significant challenges in our ability to maintain strong growth rates and acceptable profit
margins. If-we are unable to meet these competitive challenges, we could lose market share to our
competitors and experience an overall reduction in our profits.

If we are unable fo attract and retain qualified managers and employees, we will be unable to operate efficiently,
which could reduce our profitability. .

Our business is labor intensive, and many of our operations experience a high rate of employment
turnover. At times of low unemployment rates in the United States, it will be more difficult for us'to find
qualified personnel at low cost in sonie geographic areas where we operate. Additionally, our business is
managed by a small number of key executive and operational officers. We may be unablé to hire and retain
the' sufficient skilled labor force necessary to operate efficiently and to support our growth strategy. Our
labor expenses may increase as a result of a shortage in the supply of skilled personnel. Labor shortages,
increased labor costs or the loss of key personnel could result in reduced profitability, which would
negatively impact our business. )
Fast and future enwronmental safety and health regulatwns could impose s:gmﬁcant additional costs on us that
reduce our profits.

HVAC systems are subject to various environmental statutes and regulations, including the Clean Air
Act and those regulatirig the production, servicing and disposal of certain ozone depleting refrigerants
used in HVAC systems. There can be no assurance that the regulatory environment in which we operate -
will not change significantly i in the future. Various local, state and federal laws and regulations impose
licensing standards on technicians who install and service HVAC systems. Our failure to comply with these
laws and regulanons could subject us 'to substantial fines and potentially the loss of our licenses. It is
impossible to predict the full nature and effect of judicial, legislative or regulatory developments relating to
health and safety regulatlons and environmental protection regulatlons applicable to our operations.
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We are effectively self-insured against many potential habtlmes, and our risk’ management pohc:es and procedures
may leave us expased to umdentlﬁed or unanticipated risks. - LA S R T et

v

R YS F

Although wé maintain insurance pohcles with respect to our related exposures "these pohc1es are
subject to high deductibles; as such, we are effectively self-insured for substantially most of our claims. We
actuarially determine any liabilities for unpaid claims and associated expenses for the three major lines of
coverage (Worker’s Compensation, General Liability and Auto'Liability): The'détermination of such: ' .2
claims and expenses'and the appropriateness of the estimated liability are reviewed and updated quarterly.
However, insurance liabilities are difficult to assess and estimate due to the many relevant factors;the - -
effects of which are often unknown, including the severity of an injury, the determination of our liability:in>
proportion to other-parties, the number of incidents that have occurred but are not reported and.the ¢i Iz
effectiveness of oursafety'program. Qur-accruals are based upon known facts, historical trends (both+ -..i.:
internal trends and industry averages) and our reasonable estimate 6f our future expenses and we believet»
such accruals to be adequate. However, our risk-management strategies and techniques may not be’ fully-
effective in mmgatmg our risk exposure in all market environments or- against-all types-of risk. ‘If-any of the
variety.of instruments, processes and strategies we utilize to manage'our exposure to various types of risk -

are not effective, we may incur losses that are not covered by our insurance policies or,that exceed our.'  +
accruals or that exceed our coverage limits.

n B ISY "y ot FITRNT L E . '1‘ . Loty t'}‘l‘\"- R S A N TR TR a'\t

If we experience delays andjfor defaults in customer payments we could be unable | ta recover all expend:tures- W

~Because of the nature of our contracts,.at times we'commit resources to-projects prior to receiving
payments from‘the customer in amounts sufficient to cover expenditures on projects as they+are incurred:: .
Delays‘in customer payments may require us'to make a working capital investment. If a customer defaults .

in making'its payments on a project in'which we have devoted resources, it could have a material negative:
effect on our results of operations.

e T R T K S SR T H Y g YL ap,

Actual and potential claims, lawsuits and proceedings could ultimately reduce our profitability.and liquidity and

weaken ourﬁuancmlcondttron . y [ - o ey
LA . > - '1 . i .

<Werarelikely to contirue to be named as a defendant in legal proceedmgs c]almmg damages from s
in connection with the.operation of our business. Most of the actions against us arise'out of the normal "
course of our performing services on project sites: We also are and are.likely to continue to be a plamtrff in
legal proceedings against customers, in which we seek to recover payment of contractual amounts due to us
as well as claims for increased costs incitrred by us. When appropriate we establish provisions against - -
possible certain exposures;’and we adjust'such provisions from time to'time according to‘ongoing exposure:
If in the future our assumptions and estimates related to such exposures prove to be inadequate or wrong] -
we could experience.-a reduction in our profitability and liquidity and a weakening of our financial -+ * 1”
condition’ In addition, claims, lawsuits and proceedmgs may harm our reputation or divert management
resources away from operanng our. busmess e R CA AL RV T T A

Ourreceutandﬁztureacquwmansmay natbesuccessﬁd SR R I O

1,.“-,“.,—. .

. We expect to contmue to pursue extremely selectrve acqu1smons of busnnesses. We cannot assure you
that" we. will be able to locate achISltIOIlS or that we w111 be able to consummate any such transactlons on

terms and condrtlons acceptable to us, or that such transactlons wrll be successful, Acqursrtlons may expose
us to additional busmess nsks that are dtfferent than those we have tradrtronal]y expenenced We also jmay,

encounter drffrcultres mtegratmg aCC]UISlIlDI'lS and successfully managmg the growth we expect to L
experlence from these acqursrtrons o

B T T LR 1!'3'-.- .
.
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Our common stock, which is listed on the New York Stock Exchange, has from time-to-time experienced
significant price and volume fluctuations. These fluctuations are likely to continue in the future, and our
stockholders may not be able to resell the:r shares of common stock at or above the purchase price paid,

The market pncc of our common stock may change significantly in response to various factors and
events beyond our control. A variety of events may cause the market price of our common stock to
fluctuate significantly, including the following: (i) the risk factors described in this Report on Form 10-K;
(ii) a shortfall in operating revenue or net income from that expected by securities analysts and investors;
(iii) changes in'securities analysts’ estimates of our financial performance or the financial performance of
our competitors or companies in our industry generally; (iv) general conditions in our customers’
industries; (v) general conditions in the securities markets; (vi) our announcements of significant contracts,
milestones, acquisitions; (vii) our relationship with other companies; (viii) our investors’ view of the sectors
and markets in which we operate; and (ix) additions or departures of key personnel. Some companies that
have volatile market prices for their securities have been subject to security class action suits filed against .
them. If a suit were to be filed against us, regardless of the outcome, it could result in substantial costs-and
a diversion of our management’s attention.and resources. This could have a materlal adverse effect on our
business, results of operations and financial condition. :

0" .
If we do not effectively manage our growth, our existing mﬁastmcture may become stramed and we may be
unable to increase revenue growth, . - . . _ : s

The growth that we have experienced, and in the future may experience, may provide challenges to
our organization, requiring us to expand our personnel and our operations. Future growth may strain our
infrastructure, operations and other managerial and operating resources. If our business resources become
strained, our earnings may be adversely affected and we may be unable to increase revenue growth:

Our earnings have previously been negatively impacted by goodwill rmpa:rment charges Earnings for future
periods may be further affected by additional impairment charges.

When we acquire a business, we record an asset called “goodwill” equal to the excess amount paid for
the business, including liabilities assumed, over the fair value of the tangible and intangible assets of the
business acquired. In 2001, the Financial Accounting Standards Board (“FASB”) issued Statement of .
Financial Accounting Standards (“SFAS”) No. 141, which requires that all business combinations be . .
accounted for using the purchase method of accounting and that certain intangible assets acquired in a
business combination be recognized as assets apart from goodwill. Also in 2001, the FASB issued SFAS
No. 142, which provides that goodwill and other intangible assets that have indefinite useful lives not be
amortized, but instead must be tested at least annually for impairment, and intangible assets that have
finite useful lives should continue to be amortized over their useful lives. SFAS No. 142 also provides. - -
specific guidance for testing goodwill and other non-amortized intangible assets for impairment. SFAS: .
No. 142 requires management to make certain estimates and assumptions to allocate goodwill to reporting
units and to determine the fair value of reporting unit net assets and liabilities, including, among other
things, an assessment of market conditions, projected cash flows, investment rates, cost of capital and -
growth rates, which could significantly impact the reported value of goodwill and other mtanglble assets.
We perform an annual goodwill 1mpalrment review in the fourth quarter of every fiscal year. Additionally,
we perform a goodwﬂl impairment review whenever events or changes in circumstances indicate the '
carrying value may not be recoverable At some future date we may determine that an additional
mgmfncant 1mpa1rmem has occurred in the value of our unamortized intangible assets or fixed assets, which
could require us to write off an additional portlon of our assets and could adversely affect our financial
condition or our reported results of operations. b
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Failure or circumvention of our disclosure controls and procedures or internal controls over financial reporting
could seriously harm our business. L

We plan to continue to maintain and strengthen internal controls and procedures to enhance the
effectiveness of our disclosure controls and internal controls over financial reporting. Any system of
controls, however well designed and operated, is based in part on certain assumptions and can provide only
reasonable, and not absolute, assurances that the objectives of the system are met. Any failure of our
disclosure controls and procedures or internal controls over financial reportlng could harm our f1nanc1al
condition and results of operatlons S S

Our charter contains certain anti-takeover provisions that may inhibit or delay a change in control. . O

Our certificate of mcorporatnon authonzes 0ur Board of Directors to issue, without stockholder
approval, one or more series of preferred stock havmg such preferences, powers and relative, part1c1patmg,
optional and other rights (including preferences over the common stock respecting dividends and
distributions and voting rights) as the Board of Directors may determine. The issuance of this “blank-
check” preferred stock could render more difficult or discourage an attempt to obtain control by means of
a tender offer, merger, proxy contest or otherwise. Additionally, certain provisions of the Delaware
General Corporation Law may also discourage takeover attempts that have.not been approved by the
Board of Directors.

. . o 4

Failure to successﬁdly comply with Sectton 404 af the Sarbanes-Oxley Act of 2002 on a ttmely bas:s could
seriously harm our business. )

* Section 404 of the Sarbanes—Oxley Act of 2002 requires our management to report on our internal
controls over financial reporting and also requires our independent registered public accountants to attest
to this report. Although we have historically been able to successfully comply with Section 404, in the
future, we may not be successful in complymg w1th Section 404 ona tlmely basis. The fallure to Comply

ITEM IB. Unresolved Staff Comments ' - . ' "" S ' ‘

None. Lo : T [ T
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ITEM 2. Properties [ " - «o~ousxays o, 2o ae v oogg © 0 Moo oA : u':"*"""

We lease the real property.and buildings from which we operate. Qur facilities are located in ovér*
twenty-four states and Puerto Rico,and consist of offices, shops, maintenance and warehouse facilities.
Generally, leases range from three to ten years and are on.terms we believe to be commercially reasonable.
A majority.of these premises are leased from individuals or-entities with whom we have no other business .
relationship. In certain instances these, leases are with employees who are also. the former owners of ...+
companies we purchased from 1997 through 1999: These leases were entered into in connection with the "
acquisition of the companies these individuals owned. To the extent we renew these leases-or otherwise .,
change them, we enter into such agreements on terms that reflect a fair market valuation for the
properties. Leased premises range in‘size from approximately 2,400 square feet-to 130,000 square feet-To.,
maximize available caprtal we generally intend to contmue to lease our properties, but may consider
ownmg properues where we believe ownershlp would be more econonucal We beheve that our facrlmes
are ‘sufficient for our current needs. e oo e

I fed o lard’, VI e 4'_-". T E L. L e ey
We lease our executive and admmlstratwe offices in.-Houston, Texas. »» ¢, - + .y o Lk
L T T R B S L BN BY U SO T ot T e T B BT AR | A

ITEM 3. Legal Proceedings  -; .+ .:-

We afée subject to dertain clairiis ad lawsuits arising in‘the normal coursé of biisiness. We mamtam
various insurance coverages to minimize financial risk associated with these claims. We have estimated and
provided accruals for probable Iosses and related legal fees associated with certam of our htlgatlon in our
consolidated financial stafements. Whrle we carinot predict the outcome of these proceedmgs inour’ "
opinion and based on reports of counsel, any liability arising from these matters 1nd1v1dually and in the
aggregate willnot have a material effect on our.operating results or fmanmal CODdlthﬂ after giving effect
to.provisions already recorded., P T KON S RN BUR FUP IS (Y SR T I L S U TIO IIKILER SRR

e
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In addmon t6the matters descnbed above we aré defendmg a chspute arlsrng out of an alleged delay
related’to a multi-family constructlon pro;ect Plaintiffs allege actual damages of approxlmately $7 m1ll|0n
plus attorneys fees, punitive damages, and pre:judgment intérest. The trial relating to this matter is " k
currently scheduled for the second quarter of 2007. We anticipate that contribution from a co-defendant....
and insurance proceeds will, in part, offset any adverse judgment. Management beliéves that the accruals
relating to the matter appropriately reflect a probable outcome; however, if we are not successful in this -
dispute, it could have a material adverse effect on our operating results.

ITEM 4. Submission of Matiters to a Vote of Security Holders

None.
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PART II S e e

ITEM 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities .

The following table sets forth the reported high and low sales prices of our Common Stock for the
quarters indicated as traded at the New York Stock Exchange Our Common Stock i is. traded under the

symbol FIX: - e
' , e o , Hi h Low -

First Quarter, 2005 ................ e e et $ 855 § 6.67
Second Quarter, 2005........ e otoui.. 8 BOs" § 615
Third Quarter, 2005 .. ... . i e e e $ 881 $:622
Fourth Quarter, 2005 .. ... e $ 995 § 807

CFirst Quarter, 2006 ... ... e e $1366 $ 888
Second Quarter, 2006.................. s $15.72 $11.82
Third Quarter, 2006 . ... . e e . $1450° 81142
Fourth Quarter, 2006 .......... T TSP . $14.08 $10.42 '
January 1-February 23,2007............. et $14.0(_] $11.90 '

As of February 23, 2007, there were épproxima.tely 460 stockholders of record of our Common Stock,
and the last reported sale price on that date was $13.91 per share. :

In November 2005, the Company declared an initial quarterly dividend of $0.025 per share of our
Common Stock. During 2006, the Company declared quarterly dividends totaling $0.140 per share of our
Common Stock. On February 28, 2007, the Company declared a quarterly dividend of $0.035 per share on
our Common Stock. The dividend is payable on March 19, 2007 to shareholders of record at the close of
business on March 9, 2007. Our revolving credit agreement limits the amount of dividends we can pay at
any time that the ratio of Company’s total indebtedness less cash and cash equivalents to its Credit Fac111ty
Adjusted EBITDA exceeds 1.0.

The following Corporate Performance Graph and related information shall not be deemed “soliciting
material” or to be “filed” with the SEC, nor shall such information be incorporated by reference into any
future filing under the Securities Act or the Exchange Act, except to the extent that we Spec1flca11y '
incorporate it by reference into such filing. .

' COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Comfort Systems USA, Inc., The S & P 500 Index
And The Russell 2000 Index

$200 4

$150 4

$100

$50 : . ' o

" s
. 1281 L. e . 1208 1204 1205 ’ 12708

—— Comfort Systems USA, Inc, — &~ S&P500 - -@- - Russall 2000
BE L ) - + . . +
* $100 invested on 123101 in stock or index including reinvessment of divendends, Fiscal year ending December 31.

Copyrig,ht © 2007. Standard & Poor's, a division of The McGraw Hill Companies, Lnc. All rights rescrved
www.researchdatagroup.com/S&P.htm
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Recent Sales of Unregistered Securities
None. .- el
Issuer Purchases of Equity Securities '

None

ITEM 6. Selected Fmanaai Data

The following selected historical financial data has been derived from the auditéd financial statements
of the Company and should be read in conjunction with the hlstorlcal Consolldated FmanCIal Statements

and related notes

2002 . 2003 2004 2005 2006
. . _ (in thousands) ’
STATEMENT OF OPERATIONS DATA: ) -
Revenues. .. ..o $ 745,782 $732,025 $767,358 $892549 $1,056,525
Operating income{a) .. .............. $ 10,037 $ 5907 §$ 2408 § 1,065 § 44,522
Income (loss) from contmumg
OPErations . . .....ovevreereancenne, $ 3593 $ (807) $ 13,679 $(14, 869) § 28717
Discontinued éperations— et e '
Operating results, netof tax. ........ $ 1,850 $§ 438 § (3447) $ (1, 309),'- $. (203).
Estimated gain (loss) on diSposition )
“includingtax’. ...l $ (12, 002) $ (5210) § 481 -§ 9952 $ -210
Cumulative effect-of change in . : o
__accounting principle, netof tax ., . ... $ 202,521 - $ - § — 5. — -$
Net income (loss). ... .. e oeeee 3(209,080) 8 (5,579), % 10,713 8 (6,226) $,. 28 724
Income (loss) per share: : : o : .
.-Basic— . oo it oy
Income (loss) from conunumg C : ,
OPETations .. ..ovovevvrrneannunnan. $ 009 $ (002) $ 036 § (038)°'% 0.71
. Discontinued operations— Ca o . o o
Income (lossffrom operatlons. e 0.05 . 001 (0.09) (0.03) (0.01)
* Estimated gain (loss) on disposition. . (0.32) (0.14)" 0.01 0.25 10.01°
Cumulative effect of change in : - A
accounting principle ............... (5.38) ' — — —.
Net income (loss). . ............... .. ¥ (55) ¥ (015 § 028 § (0.16) § 0.71
Diluted— ‘
Income (loss) from continuing . oo
OPErations ...........oooieeiin.nn. $ 009 $ (004) $§ 035 % (038 $ 0.70
Discontinued operations—
Income (lossg)from operations. . . .... 0.05 0.01 {0.09) (0.03) (0.01)
Estimated gain (loss) on disposition. . (0.31) (0.14) 0.01 0.25 0.01
Cumulative effect of change in
accounting principle ............... (5.31) — — = —
Net income (loss)..........coeenen.. $§ (548) § (011 § 027 § (016) § 0.70
Cash dividends pershare ............. — — — $ 0025 § 0140
BALANCE SHEET DATA:
Working capital ..................... $ 92,140 $ 93,003 $106,478. $130,915 $§ 158225
Totalassets . ...........ccovveiien... $ 366,535 $351,110 $383,116 $408,683 $ 460,874
Total debt, excluding discount.... 7.0 $§ 15200 '$ 10,394 § 8822 § — 3 —
Total stockholders’ equnty ............. $ 205,086 $200 660 $216, 597 $213,523 § 242,714.

Year Ended December.Jl,

(a) Included in operating income (loss) are goodw11] lmpamnent charges of SD 2 rmlhon $2.7 million, $0.6
million, $33:9 millién and $— million for 2002, 2003, 2004, 2005 and 2006 , respectively.
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ITEM 7. : Management’s Discussion and Analysis of Financial Condition and Results ‘of Operations: .1 »* i~.325

The following discussion and analysis should be read in conjuncuon wrth the Consolidated Financial
Statements and related notes included elsewhere in this-annual report on Form 10-K: Also see “Forward-
Looking Statements dlscussron : P I P

e o o o B YRS I R U L CLp .
Introduction and Overview ». . . St R A ;.r‘.'.:-:,. '

s g 1

We are’ a national provrder of comprehenswe HVAC mstallauon mamtenance repalr and
replacement services within the mechanrcal services 1ndustry The servrces we pr0v1de address a very broad
need, as air is circulated through almost all commeicial, 1ndustr1al and 1nst1tut10nal bmldmgs v1rtually year-
round. We operate primarily in the commercial, industrial and 1nst|tut10nal HVAC markets and perform !
most of our services within office buildings, retail centers, apartment complexes manufacturing plants, and
healthcare, education and government facilities. In addition to standard HVAC:services, we provide ..
specialized applrcatrons such as bu11d1ng automation-conttol systems, fire protection, process cooling, -+ » -
electronic monitoring and process piping. Certain locations also perform related activities such-as electrlcal
servrceandplumbmg T T I B T S PR SN

P TR, Loy LN e - . S TR PR I P L L T ot

Natureand-EconomicsofOurBusiness T omL. I a1 ¥ LV

Approxnnately 86% of our revenues are earned on a proyect bas1s for 1nstallat10n of HVAC systems 1r1
newly constructed facilitiés or for replacement of HVAC systems in exrstlng facilities. Custoérs hire'us to
ensure such systems,deliver specified.or generally expected heating, cooling, conditioning,and circulation
of air in a facility. This entails installing core system equipment such as packaged heating-and air - i,
conditioning units, or in the case of larger facilities, separate core components such;as chillers; boilers, air -
handlers, and cooling. towers.. We also typically install connecting.and distribution elements such.as-piping .:
and ducting Our responsibilities usually require conforming the systems-to pre-established engineering: ;...
drawings and equipment.and performance specifications, which we; frequently-participate in:establishing. .
Qur project management responsibilities include staging equipment-and materials to,project sites; .. - .
deploying labor to perform the work, and coordmatmg with other servrce provrders on the pro;e’c‘t
mcludmg any subcontractors we mrght use to delwer our portron of the work Lok

L Vo
U - (AR FLIA SN [ BN

When competing for project busrness we usually estrmate the costs we will incur on-a project, then
propose a bid to the customer that includes a contract price and other performance and payment terms. -
Qur bid price and terms are intended to cover'our estimated costs-on;the project and provide a profit.. . - ..
margin to us commensurate with the value of the installed system to the.customer; the risk that project
costs or duration will vary from estrmate the schedule on which we will be paid, the opportunmes for, other
work that we might forego by commlttmg capacity to this project, and other costs that we;incur more,
broadly to support our operatlons but which are not specrflc to the pro;ect Typ1cally customers will seek
bids from competltors for a given pro_lect While the crlterta on whrch customers select the wmmng b1d vary
w1dely and inchide factors such-as quahty, techmcal experuse on-t1me‘ performance post prOJect support '
and serv1ce and company hrstory and financial strength we, beheve that prlce is the most mfluentlal factor

" BHEN
for most customers in choosmg an HVAC mstallatlon and ‘service provrder w4 .
PR " . Al Lot e coeectradier gl T IS PRI PP EL AT A TS § 3 SR

After a customer accepts our brd we generally enter into a contractwith the cystomer. that specifies
what we will deliver on the project, what our related responsibilities are, and how much and when we will
be paid. Our overall price for.the project is typically set at a.fixed amount in the contract, although changes
in project specifications or work conditions that resultin unexpected additional-work are usually subject to,
additional payment from the customer via what are commonly, known as change:orders..Project contracts-
typically provide for periodic billings to the customer as we meet progress milestones or incur cost on the
project. Project contracts in our industry also frequently allow for a small portion of progress billings or

:'.‘~.r.-"-
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contract price to be withheld by the customer until after we have completed the work, typically for six
months. Amounts withheld under this practice are known as retention or retainage.

Labor and overhead costs account for the majority of our cost of service: Accordingly, labor
management and utilization have the most impact on our project performance. Given the fixed price -
nature of much of our project work, if our initial estimate of project costs is wrong or we incur cost
overruns that cannot be recovered in change orders, we can experience reduced profits-or even significant
losses on fixed price project work. We also perform some project work on a cost-plus or a time and
materials basis, under which we are pa1d our costs incurred plus an agreed upon profit margin. These
margms are typically less than flxed-prrce contract margins because there is less rlsk of unrecoverable cost
overruns in cost-plus or trme and materrals work

As of December 31, 2006 we had 3,638 pro;ects in process. Our average project takes three to six - i
months to complete, with an average contract price of approximately:$400,000. Our projects generally
require working capital funding of equipment and labor costs. Customer payments on periodic billings
generally do not recover these costs until late in the job. Our average project duration together with typical
retention terms as discussed above generally allow us to complete the realization of revenie and earnings -
in cash within one year. Because of the integral nature of HVAC and related controls systems to most
buildings, we have the legal right in almost all cases to attach liens to buildings or related funding sources
when we have not been fully paid for installing systems, except with respect to some government buildings.
The service work that we do, whlch is discussed further below, usually does not give rlse to lien rlghts

We also perform larger HVAC projects. As of December 31, 2006, we had four projects’in process’
with a contract price of between $15 and $35 million, eleven projects between $10 million and $15 million;
43 projects between $5 million and $10 million, and 194 projects between $1 million and $5 million. Taken
together, projects with contract prices of $1 million or more totaled $960.8 million'of aggregate contract -
value as of December 31, 2006, or approximately 66%, out of ‘a total contract value for all projects in’
progress of $1,451.4 million. Generally, projects closer in size to $1 million will be completed in one year or
less. It is unusual for us to work on a pIO]eCt that exeeeds two  years in length. Co

In addition to project work, approxrmately 14% of our revenues represent mamtenance and repalr
service on already-installed HVAC and controls systems. This kind of work usually takes from a few hours

~ to afew days to perform. Prices to the customer are usually based on the equipment and materials used in

the service as well as technician labor time. We usually bill the customer for service work when it is
complete, typically with payment terms of up to thirty days. We also provide maintenance and repair
service under ongoing contracts. ‘Under these contracts, we ar¢ paid regular monthly or.quarterly amounts
and provide specified service based on customer requirements. These agreements typrcally cover perlods
rangrng from one to- three years and are cancelable on 30 to 60 days notice. s . b

A relatlvely small but growing portron of our revenues comes from natlonal and reglonal account
customers These customers typically have multlple sites, and contract wrth us to perform mamtenance and
Tepair service. These contracts may also provide for us to perform, new o replacement systems installation.
We operate a national call center to dispatch technicians to sites requiring service. We perform the ‘
majority of this work with our own employees, with ‘the balance being subcontracted to third parties that
meet our peiformance-qualifications. We will also typically use proprietary information systems to' .-
maintain information on the customer’s sites and equipment, including performance and service records,
and related-cost data. These systems track the status of ongoing service and installation work, and may.also
monitor system performance data. Under these contractual relatronsh1ps we usually provrde consohdated
billing and credlt payment terms to the customer,. - T : T
41
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Profile and Management of Our Operations A 11 (NN SO AR PR RS (R R T

Our company was originally formed in-1997 through an initial 'public offering, orIPO,and "
simultaneous acquisition of 12 companies engaged in our business. From the time we completed our I[PO
through December 1999, we acquired 107 HVAC and complementary busiriesses, of which 26 were “tuck-
in” operations that were integrated upon acquisition with éxisting operations. From 2000 through 2005 we
acquired only one company and shifted our strategy from‘an emphasis'on acquisition-based growth-to a
focus on improving the performance of our existing operations. During that time, we sold or ceased
operations at' 40 companies.and consolidated another 14 companies into-other operations. During 2006, we
sold certain-assets and ceased operations at one of our operating compaies and consohdated one o
company into other operations. Today we have 38 operating units. ~ . . I

[ -~

We manage our operations based on a variety of factors. Financial measures we emphasize include
profitability;,'and use of capital as indicated by cash flow and by other measures of working capital
principally involving project cost; billings and receivables. We also monitor selling, general, administrative
and indirect project support expense, backlog; workforce size and mix, growth in revenues and profits, - "
variation of actual project cost from’original estimate, and overall financial performance in comparison to
budget and updated forecasts. Operational factors we emphasize include project selection, estimating, ' -
pricing, management and execution practices, labor utilization, safety, training, and the make-up of both
existing backiog as well as new business being pursued, in terms of pro]ect size, technical appllcatlon and
facility type, end-use customers and industries, and location of the work. ' o

_ Most of our operations compete on a local or regronal basis. Attracnng and retaining effective
operating unit managers is an-important factor in ourbusiness, particularly in view of the relative
uniqueness of each market-and operation; the importance of relationships with customers and other .+~ -
market participants'such as architects'and consulting engineers; and the high degree of competition and
low barriers to entry in most of our markets. Accordingly; we devote considerable attention to operating
unit management quality, stability, and contingency:planning, including related- cons1derat10ns of
compensanon and non-competmon protectlon wheré appllcable P T T
[ o T "

Economicand[ndustryFactors' : i S T : )

As ari HVAC and burldmg controls serv1ces provrder we operate in the broader nonresrdentlal
construction services 1ndustry and are affected by trends in this sector. While we do not have’ operattons in
all major cities of the US, we believe our national presence is sufficiently large that we experience trends in
demand for and pricing of our services'that are consistent with trends in the national nonresidential -
construction sector. As-a‘result;we monitor the views of major-construction sector forecasters along with -
macroeconomic factors they beliéve drive the sector, including trends in gross domestic product, interest
rates, business investment, employment, demographics, and the general fiscal condition of federal, state
and local governments.. Although nonresidential construction activity has demonstrated periods of both
significant growth-and decline; it has grown at a compound annual rate of approximately 4.2% over the last
twenty-five years, * . : - T SO ; JENNE

Y T

Spendmg decrsrons for burldmg constructlon renovation and system replacement are generally made
ona pro;ect basis, usually with : some degree of drscretlon asto when and if projects proceed. With larger
arnounts of capltal t1me and drscretron mvolved spendmg decrsrons are affected toa srgmﬁcant degree by
periods of tiimie, such as after the terrorlst |nc1dents on September 11, 2001 in the US and pr1or to and
during t the war in Iraq that occuried’i m early 2003 whefl uncertalnty caused a sngmﬂcant slowdown in
decisions 16 proceed ‘with'installation arid replacement project work The Company belreves that the
current economic environment is favorable relative to the activity levels of recent years.
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Operating Environment and Management Emphasis. ;

Nonresidential building construction and renovation activity, as reported by the federal government,
declined over the three year period of 2001 to 2003 and has expanded moderately during 2004 and 2005,
and has been strong during 2006. During the decline and through 2003, we responded to-market challenges
by pursuing work in sectors less affected by this downturn, such as governmeént, educational, and health
care facilities, and by establishing marketing initiatives that take advantage of our size and range of
expertise. We also responded to declining gross. profits over those years by reducing our selling, general,
and administrative expenses, and our indirect project and service overhead costs. We believe.our efforts in
these areas partially offset the decline in our profitability over that period. We have experienced notable
improvements in both industry activity as well as our own results from 2004 to 2006, as discussed further
under “Results of Operations” below.

As a result of our sale of certain assets and our continued strong emphas1s on cash flow, our debt-’
outstanding is now zero, and we have substantial uncommitted cash balances, as discussed further in
“Liquidity and Capital Resources” below. On February 20, 2007, we put a new credit facility in place with ;
considerably less restrictive terms than those of our previous facilities. In addition, we have added a second
surety to further support our bonding needs, and we believe our relationships with the surety markets are
positive in light of our strong current results and financial position. We have generated positive free cash.
flow in each of the last eight calendar years and will continue our emphasis in this area. We believe that the
relative size and strength of our balance sheet and surety support as compared to most companies in our
industry represent competmve advantages for us.

LN s .\ -

As discussed at greater length in “Results of Operatlons below, we have seen increased activity levels
in our industry:from 2004 to 2006. We expect price competition to continue to be strong, as local and-
regional competitors respond cautiously to changing conditions. We will continue our efforts to find the
more active sectors in our markets, and to increase our regional and national account business. Howevér,
our primary emphasis for 2007 will be-on internal execution and margin improvement, rather.than on
revenue growth. We plan to continue our involvement in multi-family work; however, we have decided to
focus a portion of our resources away from this work and we expect that as a result, the portion of our
work that is multi-family will diminish somewhat in the future. In addition to the work we have done on
our underperforming units, we have increased our focus on project qualification, estimating, pricing and
management, and on service performance. ThlS focus 1ncludes 31gn1flcant increases 1n unit level training.

Beginning in 2004, there has been substantlal cost fluctuation in certain commodltles that are used in’
construction activity, including steel, iron, copper, lumber, and poly-vmyl chloride (“PVC”} pipe. We
estimate that direct purchase of these commodities, principally steel, iron and copper, comprises between
10% and 15% of our average project cost. As noted below in “Results of Operations,” for some of the
project work we have performed in 2004, the actual cost of certain commodities necessary for these
projects was significantly greater than the commodity cost estimates we used when we committed to prices
for these projects, which.typically was done in 2003 before commodity cost inflation became apparent. We
experienced most of the negative effect of this unrecovered commeodity cost inflation in the second quarter
of 2004. We began taking steps early in 2004 to reduce future commodity cost exposure. Among these. steps
were éarly buying of commodities for particular projects, or for general inventory, as well as mcludmg .
escalation and escape provisions in project bids and contracts wherever possible, Smce mid-2004, we have -
expérienced minimal unrecovered cost inflation, However, commodity markets remain unsettled, and
while we are taking steps as noted above to mlmmlze umecoverable commodity cost mflatmn these steps
cannot guarantee that we will avoid all such exposure. It is also possiblé that further i incredses in or
uncertainty about commodity costs will decrease demand for nonres1dent1a1 construction actwnty, wh:ch
could ini turn reduce our future revenues. :

. A
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Based on indications of stabilizing industry conditions and on our emphasis on internal execution and
margin improvement, we expect that our 2007 profitability will improve as compared o our 2006 results,
although there can be no assurance that we will achieve this outcome. Over the longer term, if industry
conditions are stable to improving, we believe we will experience more periods of increased revenues. In
addition, given the size and fragmentation of our industry, we believe it makes sense for us to consider
. acquisition possibilities. However, we plan to do so on a selective and opportumsuc ba51s and expect our
growth in 2007 will largely be generated internally. ‘

Critical Accauntmg Pohc:es

.

In response to the Commission’s Release No. 33-8040, “Cautionary Advice Regarding Disclosure
About Critical ' Aé¢counting Policies,” we identified our critical accounting policies based upon the
significance of the accounting policy to our overall financial statement presentation, as well as the- -
complexity of the accounting policy and our use of estimates and subjective assessments. We have .
concluded that our most critical accounting policy is our revenue recognition policy. As discussed
elsewhere in'this annual report on Form 10-K, our business has two service functions: (i) installation, which
we account for under the percentage of completion method, and (ii) maintenance, repair and replacement,
which we account for as the services are performed, or in the case of replacement, under the percentage of
completion method. In addition, we identified other critical accounting policies related to our allowance
for doubtful accounts receivable, the recording of our self-insurance liabi]ities, valuation of deferred tax .
assets and the assessment of goodwill impairment. These accounting policies, as well as others, are
described in Note 2 to the Consolidated Financial Statements included elsewhere in this annual report on,
Form 10 K.

T s

Percentage af Compleuon Method of Accountmg

Approximately 86% of our revenues were earned on a project basis and recognized through the

percentage of completion method of accounting, Under this method as provided by American Institute of -

Certified Public Accountants Statement of Position 81-1, “Accounting for Performance of Construction-
Type and Certain Production-Type Contracts,” contract revenue recognizable at any time during the life of
a contract is determined by multiplying expected total contract revenue by the percentage of contract costs
incurred at any time to total estimated contract costs. More specifically, as part of the negotiation and
bidding process in which we engage in connection with obtaining installation contracts, we estimate our
contract costs, which include all direct materials (exclusive of rebates), labor and subcontract costs and .
indirect costs related to contract performance, such as indirect labor, supplies, tools, repairs and, ,
depreciation costs. These contract costs are included in our results of operations under the caption “Cost .
of Services.” Then, as we perform under those contracts, we measure such costs incurred, compare them
to total estimated costs to complete the contract, and recognize a corresponding proportion of .contract
revenue. Labor costs are considered to be incurred as the work is performed. Subcontract labor is
recognized as the work is performed, but is generally subjectéd to approval as to milestones or other
evidence of completion. Non-labor project cost consists of purchased equipment, prefabricated materna]s
and other materials. Purchased equipment on our projects is substantially produced to job specificatioris
and is a value added element to our work. The costs are considered to be incurred when title is transferred
to us, which typically is upon delivery to the worksite. Prefabricated materials, such as ductwork and
piping, are generally performed at our shops and recognized as contract costs when fabricated for the
unique specifications of the job. Other materials cost are not significant and are generally recorded when
delivered to the worksite. This measurement and comparison process reqmres updates to the estimate of
total costs to complete the contract, and these updates may include sub]ectlve assessments '
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Our contracts typically provide for a schedule of billings or invoices to the customer based on reaching
agreed- upon milestones or as we incur costs. The schedules for such billings usually do not precisely match '
the schedule on which we incur costs. As a result, contract revenues recognized in the statement of
operations can and usually do differ from amounts that can be billed or invoiced to the customer at any
point during the contract. Amounts by which cumulative contract revenues recognized on a contract as of a
given date exceed cumulative billings to the customer under the contract are reflected as a current asset in
our balance sheet under the caption “Costs and estimated carnings in excess of billings.” Amounts by
which cumulative billings to the customer under a contract as of a given date exceed cumulative contract
revenues recognized on the contract are reflected as a current liability in our balance sheet under:the

caption “Blllmgs in excess of costs and estimated earnings.” , ,
] L t

The percentage of completion method of accounting is also affected by changes in ]ob performance, |
job conditions, and final contract settlements. These factors may result in revisions to estimated costs and,
therefore, revenues. Such revisions-are frequently based on further estimates and subjective assessments.., .
We recognize these revisions in the period in which they are determined. If such'revisions leadusto - .,
conclude that we will recognize a loss on a contract, the full amount of the estimated ultimate lossis *©
recognized in the period we reach that conclusion, regardless-of the percentage of completion of the |

contract, . v . v . [ P AR ! - RN

Revisions to project costs and conditions can-give rise to change drders' under which the customer
agrees to pay additional contract'price Revisions can also result’in ¢laims we might make against the ** *
customer to recover prolect variances that have not been satrsfactorrly addressed through change orders
with the customer. Except in certain ‘circumstances, we do not recognize revenues-or margin baséd on
change orders or claims until they have been agreed upon with the customer. The amount of revenue
associated with unapproved change orders and claims is currently immaterial. Variations from estimated
project costs could have a significant impact on our operating results, depending on project size, and the
recoverability of the variation via additional customer payments, - v \
-+ . . . . . . g o e

}iccounting Jor Allewance for Doubtful Accounts o

We are required to estimate the collectibility of accounts receivable and provide an allowance for’
doubtful accounts for receivable amounts we believe we will not ultimately collect. This requires us to **
make certain judgments and estimates involving, among others, the creditworthiness of the customer, ouf
prior collection history with the customer, ongoing relationships with the'customer, the aging of past due
balances, our lien rights, if any, in the property where we performed'thé work; and the availability; if afy,
of payment bonds applicable to our-contract. These estrmates are re- evaluated and adjusted as addmonal
information is received. . - B A

[ . . .
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Accountingfor Se{f InsuranceLiabilities S STy e ' e

We are substant1ally self-msured for worker ] compensatron employer ] habrhty, auto llablhty, general
liability and emp]oyee group health claims in view of the relatively hlgh per-mc1dent deductibles we absorb
under our insurance arrangements for these risks. Losses up to deductrble amounts are estimated and
accrued based upon known facts, historical trends and industry averages. Loss estimates associated with
the larger and longer-developing rrsks—worker 's-compensation, auto, llablllty and general habrhty——-are ‘
reviewed by a third party actuary quarterly We beheve these accruals are. adequate However, 1nsurance .
liabilities are difficult to estimate due to unknown factors mc]udmg the Severlty of an injury, the .
determmatlon of our lrablllty in proportion to other partles timely reportmg of occurrences, ongomg -
treatment or loss mitigation, general trends in litigation recovery outcomes and the effectiveness of safety .
and risk management programs. Therefore, if actual experience differs from the assumptions and estimates
used for recording the liabilities, adjustments may be required and would be recorded in the period that
such experience becomes known.
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Accounting for Deferred Tax Assets '

We regularly evaluate valuation allowances established for deferred tax assets for which future
realization is uncertain. We perform this evaluation quarterly. Estimations of required valuation
allowances include estimates of future taxable income. The ultimate realization of deferred tax assets is
dependent upon the generation of future taxable income during the periods in which the activity
underlying, these assets becomes deductible. We consider - projected future taxable income and tax planning
strategies in making this assessment. If actual future taxable income differs from our estlmates we may not
realize deferred tax assets to the extent we have estimated. o y i

"

Accounting for Goodwill and Other Intangible Assets |

- In most businesses we have acquired, the value we paid to buy the business was greater than the value
of specifically identifiable net assets in the business. Under generally accepted accounting principles; this
excess is termed goodwill and is recognized as an asset at the time the business is acquired. It is generally
expected that future net earnings from an acquired business will exceed the goodwill asset recognized at
the time the business is bought. '

Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible
Assets” requires us to assess our goodwill asset amounts for impairment each year, and more frequently if
circumstances suggest an impairment may have occurred. Impairment must be reflected when the value of
d given business unit in excess of its tangible net assets falls below the goodwill asset balance carried for
that unit on our books. If other business units have had increases in the value of their respectwe goodw1ll
balances, such increases may not be recorded under SFAS No. 142. Accordmgly, such increases may not be
netted against impairments at other business units. The: requirements for assessing whether goodwill assets
have been impaired involve market-based information. This information, and its use in assessing goodwill,
entails some degree of subjective assessment. "

We currently perform our annual impairment testing as of October 1 and any impairment charges
resulting from this process are reported in the fourth quarter. We segregated our operations into reporting
units based on the degree of operating and financial independence of each unit and our related
management of them. These reporting units are tested for impairment by comparing the unit’s fair value to
its carrying value. The fair value of each reporting unit was estimated using a discounted cash flow model
combined with market valuation approaches. Significant estimates and assumptions are used in assessing
the fair value of reporting units. These estimates and assumptions involved future cash flows, growth rates,
discount rates, weighted average cost of capltal and estimates of market valuations for each of the
reporting units.

We recorded goodwill impairment charges of $0.6 million and $33.9 million in operating results
during the fourth quarters of 2004 and 20085, respectively. We recorded an additional impairment charge of
$2.7 million in 2004 related to operations that were subsequently discontinued in 2005. This impairment
charge is reflected in operating loss associated with discontinued operations. The impairment charge
during 2004 from continuing operations of $0.6 million related to a reporting unit in northern Michigan
and was a result of concerns about the activity levels in this market. During 2005, we experienced modest
revenue growth and improved profitability due to increased industry activity and favorable market
conditions. However, the revenue, operating profits and cash flows for certain reporting units were lower
than expected despite these favorable market conditions. Primarily based upon this trend, the revenue,
earnings and cash flow projections for certain reporting units were revised downward for the next several
years as compared to previous projections. As a result, an impairment charge of $33.9 million was
recognized in 2005 for these reporting units including operations in San Diego, Houston, Grand Rapids,
central lowa, Birmingham, Buffalo and Albany. We did not have a goodwill impairment charge in 2006.
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Results of Operations (in thousands):
Table 1-—Historical Results -

- - L - Year Ended December 31,

o 2004 2005 2006 _ .
Revenues....'.;...‘:'.'...'..'." ...... oo 8767358 '100.0% $892,549 100.0%" $1,056,525  100.0%
Costof services.............n 00 7 644,318 84.0% 744,407  83:4% - 885508  B3.8%
Grossprofit..:..... 0000 AT 1230400 16.0% 148142 16.6% 171017 162%
Selling, general and administrative e B I .

EXPEIISES. ..t veiieiiarra e 98,429 12.8% 113,285 12.7% 126,620 12.0%
Goodwill impairment................ 637 '01% 33877  38% - —  ‘—
Gainonsale ofassets ............ ... e (1S - — . . (85) — L. (125) —_—
Operating income.... .:.......::..... . 24,089 31% . -1,065. ..01% . 44522 42%
Interest income (expense), net. .. .. dalb i (1394), . -(0.2%) - - (323) . 1,969 - » 0.2%
Other.income (expense) ....:........ v bt (427 i (01%) . 107 o o— - .. 1000 0 —
Write-off of debtcosts. .............. — — (870) . (0 1%) - -
Income (loss) before income taxes ... .22268...  29% (21) . 46,591 4.4%
Income tax expense per e _ 8,589 589 ST 14 848 17874
Income (loss) from’ contmumg . L . R ,

operations ... .., ... ...l e 3.3,9?9,"" ) 1.'8%.'.“(14,869) _,(1.7%) 87 2%
Discontinbed operatlons— e o ; -

Operatmg loss, net of tax . ...... - (3,447) C(,309) " (203)

Estlmated gam on dlsposmon L ’ '. ; T o '

lncludmg tax.......... RERRRRUR "481‘ ) 99527 . 210 "
Netmcome(Ioss)..'.............'.'... 3 10713 $ (6,226) . § 28724
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Table 2—Supplemental Non- GAAP Dlsclosure—Operatlug Results ‘of Ongomg Operal:mns Excludmg
Certam Items L T ad L L f RV o el um

o The followmg table presents 1nformatron excludmg wrrte-off of debt costs and goodwrll 1mpa1rment

charges We have mcluded this table because we belreve it offers an addltronal view of the core results ofq
our contlnumg operatrons ina way we find useful in managmg thesé operanons and'in a way whrch also ,“:
responds to frequent questions we receive about the Company from third partres However, this ,
presentanon of operating results is fiot'in accordance with generally accepled: acc0unt1ng pnncrples and
should not be considered an alietriaiive to inéomé as déicrminied under generally accepted accountmg L
principles and presented above in Table 1—Historical Results“ln particular, 1mpa1rment charges under the
goodwill accountrng rules are generally expected to oceur penodlcally as goodwrll recognlzed in connectlon
with the ; acqu1s1tlon of busmesses responds over time to changes in those busmesses markets and“ B "’ "'_ '
operations. We' récorded géodwill impadirmerit charges in"2004 ‘and 2005.- S

- 2004, 2005y e 2006 4
Income (loss) from contmumg operations (after tax) $13,679 - $(14 869)...-. . $2,8,j’17r Do
. Goodwill impairment (after.tax) ... ... [ - 637 - 33,955 S . ,
Write- offof debt costs (after tax) ...... T e Ak o419 =
D onte el T e I L T Ur
Income from contmumg operatlons (after tax) S L T itAae s wmeer ] AT
excluding goodwill impairment and the write- off - ann o o
of debtcosts .......... R FETRRTRRSE v $14 316 $14.316 , ,1 9% $ 19, 565 2.2% $28,717  2.7%
A ' e Co. T Ea ' QEe—=—_s =34
Dilutéd-earnings per sharé—income from ™ ' T e e o T o
continuing operations (after tax), excluding - = = - o PEMnmgie s B e L
goodwrll lmpa!rment and thewrlte-offofdebt" co Tl R Y e et
COStS . 7., LA et e e$ 0360 e $r 0490 0 § 0070
""l't’u?l"il"-l L8 ' ‘Vl"’l-“ll . ..'.-- e . Lod ~| .r S . Lt K 't ’ ' l"l.‘ ‘
2006 Compared fo 2005. L R N ST poi B T

- Revenues—Revenuesiincreased '$164.0 million, or 18.4% to $1,056.5 million'in 2006 compared to 2005
The revenue growth stemmed primarily from generally improving nonresidential facilities markets ..
throughout the;United States especially in markets such as the multi-family sector (approximately - .r: %
$86.8 million), office.buildings (approximately $37.9 ‘million) and schools (approximately $45.2 million). :
We have seen increased activity, primarily.in our Texas California;. Tennessee and Maryland operauons te
resulting from the start-up of sevéral large projects:” . . .z L N B O T

_ Backlog reflects revenues still to be recognized under contraéted or'commnitted installatior and- '
replacement project work. Project work genérally lasts:less than-one year: Service agreement revenues and
service work and short duration projects which are generally billed as performed do.not flow through' <.
backlog:*Accordingly, backlog representsionly-a.portion of our revenues for-any given future period; and it:
represents revenuesthat are likely to be reflected in our-operating results over the next six to twelve '
months. As a result, we believe the predictive value of backlog information is limited to indications of - =" »
general revenue direction over the near term, and should not be Interpreted as indicative,of ongoing
revenue performance overseveral quarters. |

- e [ . [
BT 2 T I AL L L ks

Backlog associated with continuing operations as of December 31; 2006 was $653 8 mlllron ad. 7%: e
decrease from:September 30, 2006 backlog of $678.9 million, and.a 3.9% decrease from December 31,
2005 backlog of $680.6 million. The sequential and.year over year decrease is primarily from-one of our:.
larger multi-family operations working through its larger than usual existing backlog.-We plan to continue :
our involvement in multi- family work; however, we:havedecided to-focus a portion of our resources away -
from this work and:we expect that as a result {he portion of our work that is multi- famlly wrl] diminish

somewhatmthcfuture NPT L T S T R S N T AN A (A
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< Following the three-year period of industry activity declinesfrom 2001-2003 noted previously, wesaw™
modest year-over-year revenue increases at our ongoing operations beginning in mid-2003 and continuing
throughout 2006. We continue to see signs that activity levels in our industry will remain strong throughout
2007. These observations are based on nonresidential construction spending trends, shipment data from
HVAC equipment manufacturers, forecasts from construction mdustry analysts and anecdotal 1nd|cat10ns
of project consideration.

4

Along with the indications noted above that suggest mdustry actwlty is improving, there remain the .
following cautionary factors in the industry environment, each of which is discussed at greater length i in_the
Introduction above. Since HVAC and related installation and replacement decisions are capital decnsmns
usually 1nvolv1ng some amount of discretion, they tend to be affected to a greater degree by
Macroeconomic or geopolltlcal uncertainty. Negative developments or events in these arenas, should they
occur, will likely cause end users to defer HVAC and related spending decisions, thereby reducing our .
revenues.

We continue to experience a noticeable amount of price compentlon in our markets, which restrains
our ability to increase revenues.

While we believe we will see continued strength in industry activity levels throughout 2007 in view of
all of the foregoing factors, we may experience modest revenue growth or revenue declines in upcoming -
periods. In addition, if general economic activity in the US slows significantly from current levels, we may
realize decreases in revenue and lower operating margins.

Gross Profit—Gross profit increased $22.9 million, or 15.4%, to $171.0 million in 2006 compared to
2005. As a percentage of revenues, historical gross profit for 2006 was 16.2%, down from 16.6% in 2005. -
The decrease in gross profit percentage resulted primarily from an increased proportion of new
construction work due to stronger activity, and by job underperformance at our Connecticut operations
(approximately $3.2 million), and at our large multi-family operation based in Texas (approximately
$2.3 million). These decreases were partially offset by improved profitability at our Southern California
operation (approximately $1.9 million). In addition, we realized higher risk managemerit expense in 2006
($3.4 million) primarily due to general liability claims associated with our work in the multi-family market.

As noted in the Iniroduction above,.we are currently placing a greater emphasis on internal execution :
and margin improvement than on revenue growth. This includes a strong focus on those.of ‘'our units that
have underperformed, along with increased training efforts on project qualification, estimating, pricing and
management, and on service performance. While we believe these efforts will help us increase gross
profits, we cannot assure that this will gccur. Further, if we are successful in these efforts, we cannot assure
that they will offset adverse industry trends, if such trends occur.. o

Selling, General and Administrative Expenses (“§G&A")—SG&A mcreased $133 rmlhon or 11 8% for
2006 as compared to 2005. This is primarily due to an increase in the number of overhead personnel to - -
manage internal growth. As a percentage of revenues, SG&A declined from 12.7% in 2005.to 12.0% in-
2006. This decrease is consistent with our effort to control our SG&A: expenses as we experience internal
revenue growth, . L T oL " e

Goodwill Impairment—We recorded goodwill impairmeént charges of $33.9 million during the fourth
quarter of 2005 and recorded no goodwill impairment charge in 2006: During 2005, we experienced modest
revenue growth and improved profitability due to increased industry activity and favorable market - .
conditions. However, the revenue, operating profits and cash flows for certain reporting units were lower
than expected despite these favorable market conditions. Primarily based upon this trend, the revenue, "
earnings and cash flow projections for certain reporting units were revised downward for the next several
years as compared to previous projections. As a result, an impairment charge of $33.9 million was
recognized in 2005 for these reporting units including operations in San Diego, Houston, Grand Rapids,- :.
central lowa, Birmingham, Buffalo and Albany. Impairment must be reflected when the value of a given - .
business unit in excess of its tangible net assets falls below the goodwﬂl asset balance carried for that unit
on the Company’s books. If other busmess units have had increases in the value of their respective goodw1l]
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balances, such increases may. not be-recorded under SFAS'No. 142. Accordlngly, such increases may not be
netted against impairments at’ other business units: © -« T e TS D wt s T e e ek

Interest Income (Expense), Net—Interest expense, net was $0.3 million in 2005 and intérest incomd nét
was $2.0 million in 2006. The decrease in interest expense, net is a result of payments on the term loan
throughout 2005 thereby having no debt outstanding in 2006, and the increase in interest income lS ‘due to
interest income earned from hrgher cash balances in the current year See “quurdlty and Caprtal
Resources Jora detail of the € components of 1nterest mcome (expense) net for 2005 and 2006 e

Wnté oﬁ of debt casrs——-The second quarter of 2005 lncludes a non cash wnte off of $0 9 mllhon of
deferred flnancmg costs resu]trng from’ the replacement of our prevrous credrt fac111ty .- e

Income Tax Expense——Our effective tax rate’ assoaated wrth results from contmurng operatronsffor .
2006 was 38.4%. Excluding effects of the' goodwill, 1mpa1rment charge, our 2005 effective tax rate was - .
43.6%. Our effective tax rate is generally higher than statutory rates because of-the effect of certain .
expenses that.are not deductible for tax purposes. In addition, adjustments to tax reserves are analyzed and
adjusted quarterly as events occur-to warrant such changes. Adjustments to tax reserves-are a component‘ .
of the effective tax rate. The decrease in the effective tax rate is primarily due to an improvement in,,
operatrng results whrch drlutes the 1mpact of non deductlble expenses, and adjustments to our tax reserves
Furthermore our state tax rate 1s lower due to the change in where our, 1ncome is bemg eamed Sy

Durmg 2004 the Amencan Jobs Creatron Act of 2004 was sngned into- law The primary effect of thlS
Iegrslatron was to permit us to claim a deduction for 3% of earnings related to certain of our constructlon-
related activities beginning in 2005. This deduction modestly decreased our effective tax, rate, We currently
estlmate that our effectrve tax rate for 2007 will be between 38% and 42% !
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Dtscontmued Opemtrons—'
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Saie ofAssets 10 MESA Energy Sysrems Inc —On T une 1, 2006 we, along wrth our, wholly owned .
sub51drary, ARC Comfort Systems USA Int:I (“ARC”) entered into an asset purchase agreement to sell
certam assets of ARC to Mesa Energy Systems, Inc, (a subsrdrary of Emcor Group, Inc. ) for approxrmately
$0.7 million in cash. These assets were sold at book value. The after; tax losses of thrs company of
$1.5 million and $0.2 mrlllon for 2005 and 2006 respecttvely, have ‘been reported in dlscontmued
operatrons under’ “Operatrng loss net of i mcome tax beneﬁt A T e

" Sale of Compames 10 ALC—On December 31 2005 we sold two operatlons to Automated Logrc iy
Corporation and Automated Loglc Contractlng Servrces Inc (together' “ALC”) for approxu:nately '
$22.9 million in cash net of transaetron costs and a purchase price ad]ustment based upon the closmg
balance sheet for the transferred assets The recervable related to this sale was paid durmg the first quarter
of 2006 We pard'$7 0 million in taxes relatéd to' thls transaction durmg the frrst quarter of- 2006. The after-
tax income of thesé compames of $1.3 million for 2005 has been reported in’ d1scont1nued operatlons under
“Operatrng loss, net of income tax beneflt The galn recogmzed durtng 2005 on the sale of thése’ umts was
$9.8 million, lncludlng tax expense and was reported in dlscontmued operatrons under “Estimated’ gam on’'
disposition, 1ncludmg income taxés.” Durrng the fourth’ quarter of 2006 we recorded an’ addltlonal garn of
$0.1 million, net of tax, related to the colléction of dertain receivables.” " "< i o R

< qe
e

Indwtdual Sales of Operatmg Cornpames—ln 2005 we also sold two small operatlng companles in ' p_;

separate transactlons and, shutdown the operatrons at another small operatmg company. The after- tax loss
of these compames was $1. 2 mtllron in 2005, and has been reported in drscontmued operatrons under,
“Operatmg loss, net of i mcome tax beneﬁt ” The - gain, recogmzed on the sale ofathese unrts was. .
$0.1 mrlhon mcludlng tax expense and was reported in drscontmued operatlons under “Estlmatcd gain on
dlsposmon 1nclud1ng mcome taxes.”

' Outlook—As noted earlrer in this-review, while we see srgns,that 1ndustry activity levels are continuing:
to increase in 2007, our primary emphasis for this year is on margin improvement rather than revenue .
growth. Our ongoing margin efforts include a focus on improving the results of units that incurred losses or
subpar income in 2006, and on intensified project and service performance training at the unit level. Based
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on these margin improvement efforts and developments,.on our increased level of backlog as compared to-
recent periods, and on our belief that industry and economic conditions will remain strong, we expect that
our full-year 2007 profitability will improve as compared to our 2006 results.

2005 Compared to 2004

Revenues—Revenues mcreased $125 2 m1lllor| or 16. 3% to $892 5 mllllon in 2005 compared to 2004
Approximately 12. 6% of the i mcrease in revenues related to internal growth and the remaining 3. 7%
resulted from the acqmsmon of. Gramte State Plumbing & Heatmg (“Granite”) in January 2005. The
internal revenue growth stemmed pnmarlly from generally improving nonresidential facilities markets
throughout the United States especrally in the institutional markets such as schools and hospltals
(approximately $34.8 million), hotels (approximately $12.5 million), and in the multi-family sector -
(approximately $23.2 million). We have seen increased activity, primarily in our Alabama, Arizona, Florida
and Wisconsin operations, resulting from the start-up of several large projects. These gains were 'offset'to'a
lesser degree by lower-revenues relating to our opérations in Southern California that were impacted by
continued project delays resulting from‘extended inclement weather in the first quarter of 2005.

Backlog assoc1ated wrth continuing operatlons as of December 31, 2005 was $680.6 million (lncludmg

'$634 1 million, and a 34.1% increase from December 31, 2004 backiog of $507°8 mllllon These gams result
primarily from significant new multi- famlly pro;ects in Alabama as: well as office building projects in the
Washington, D.C. area;: -~ ' - 3 -t i

Gross ‘Profit—Gross profit increased $25. 1 mllhon or 20.4%, to $l48 1 million in 2005 compared to
2004. As a percentage of revenues, historical gros$ profit for 2005 was 16.6%, up from 16.0% in 2004, The
increase in gross profit percentage resulted primarily from increased profitability in our Arizona |
operations (approrumately $3.4 million), higher margin storm-related project repair work performed by
our operation in Central Florida (approximately $3.7 million) and improved margins at an operation in
Wisconsin which was negativeély impacted by increases in the prices for certain commeodity materials in ~
2004 (approximately $3.7 million). Thése’ gains were partlally offset by job underperformance at one of our
larger operatlons {approximately $5.0 mllllon)

* Selling, General and Administrative Expenses ( “SG&A ”) SG&A mcreased $14. 9 ml]llon or 15 1% for
2005 as compared to 2004. As a percentage of revenues, SG&A declined from 12.8% in 2004 to 12. 7% in
2005. This décrease is consistent with our ¢ffort to control our. SG&A expenses’ as. we experience internal
revenue growth, partially offset by an increase resultmg from hlgher medical costs (approximately
$3.1 million) in 2005 due to medical mﬂatmn in 2005 and favorable claims éxperience in 2004.

Goodwill Impamnent—We recorded goodw;ll lmpalrment charges of $0.6 million and $33.9 million: -
durmg the fourth quarters of 2004. and 2005, respectlvely The impairment charge during 2004 from
continuing operations of, $0.6 million related to a reporting unit in northern Michigan and was a result of .
concerns about the activity levels in this market that resulted in lower cash flow forecasts for the next -,
several years During 2005, we experlenced modest revenue growth and 1mproved profltablllty dueto
increased industry activity and favorable market condmons However, the revenue, operating proflts and-
cash flows for certam Teporting units were lower than expected despite these favorable market conditions.
Primarily based tipon this trend, the revenue, earnings and cash flow pro;ectlons for certain reporting units
were revised downward for the next several yéars as compared to previous projections. As a result, an
impairment charge of $33.9 million was recogmzed in 2005 for these reporting units including operations in
San Diego, Houston, Grand Raplds central Iowa, Birmingham, Buffalo and Albany. Impairment must be
reflected when the value of a given business unit in excess of its tangible net assets falls below the goodwill
asset balance carried for that unit on the Company’s books. If other business units have had increases in
the value of their respective goodwill balances, such increases may not be recorded under SFAS No. 142,
Accordingly, such increases may not be netted‘against-impairments at other business units.
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Interest Expense; Net—The decrease in interest expense, net is a result of payments on the term'loan
throughout 2004 and 2005 thereby reducing and-eliminating our average debt outstanding, and interest.
income carned from higher cash balances in 2005. See “Liquidity and Capltal Resources for a detail of
the components of interest expense net for 2004 and 2005. s -: Creaon

Write oﬁ’ of debt tosts—The second quarter of 2005 includes a non- cash write off of $0. 9 mrlhon of
deferred fmancmg costs resultmg from the replacement of our prevrous credit facrhty

Other Income (Expense)——Other expense was $0 4 mn]llon for 2004 and otheri mcome was $0.1 mtlhon -
for 2005. Other expense for 2004 includes losses of $0 4 million resultmg from. mark-to market ad]ustments
ona warrant with a third party to buy shares of our stock. The warrant also carried a put obligation. This -
warrant was exerc:lsed in October 2004. This exercise also termmated the related put obllgatlon Asa

result, there were no further mark:to-market adjustments to income assocmted wrth them , -

Income Tax Expense———Our effectwe tax rate associated with results from continuing operations for
2005 was (707.0)%. Excluding effects of the goodwill.impairment charges, our 2005 effective tax rate was
43.6% as compared to 37.5% in 2004. Qur 2004 rate is lower than usual due to an increase-in the fourth .7~
quarter of 2004 in our estimate of the amount of future state taxable income we will have against which we'.
can apply state tax loss carryforwards This change in estimate resulted in a reduction in our allowance
against state-level deferred tax assets Our effectlve fax rate is generally higher than statutory Tates because
of the effect of certain expenses that are not deductlble for tax purposes In addltlon ad]ustments to tax
reserves are analyzed and adjusted quarterly as events occur to warrant such’ changes Adjustments 1o tax |
reserves are a component of the effectlve tax rate. During 2004, the American Jobs Creatron Act of 2004
was Slgned 1nto law. The prlmary effect of this leglslatton was to ‘permit us to clarm a. deductron for 3% of
earnings related to certain of our constructlon related actnvntles begmmng in 2005 Thts deductlon ;
moderately decreased oyr effective tax rate,

T
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Discontinued Opération;s—

Sale of Assets to MESA Energy Systems, Inc.—On June 1, 2006, we, along with our wholly-owned - .
subsidiary, ARC Comfort Systems USA, Inc. (*ARC"), entered into an asset purchase agreement to sell
certain assets of ARC to Mesa Energy Systems, Inc. (a subsidiary of Emcor Group, Inc.) for approximately
$0.7 million in cash. These assets were sold at book value. The after-tax loss of this company of $2.3 million
and $1.5 million, for 2004 and 2005, respectlvely, has been reported in discontinued operatlons under. .
“QOperating loss, net of i income tax benefit.” oo - A R

=

Sale of Companies to ALC—On December 31, 2005, we sold two operations to Automated Loglc
Corporation and Automated Logic Contracting Services, Inc. (together, “ALC”) for approxrmately o
$22.9 million in cash, net of transaction costs and a purchase price adjustment based upon the closmg '
balance sheet for the transferred assets. The receivable related to thls sale was paid durmg the flrst ‘quarter
of 2006. We paid $7.0 million in taxes related to this transaction durmg the first quarter, c of 2006 The after-
tax'income of these companies of $1.3 million in both 2004 and 2005 has been reported in drscontmued
operations under “Operating loss, net of income tax benefit.” The gain recognlzed durmg 2005 oxi the sale
of these units was $9.8 million, including tax expense, and was réported in discontinued operations under
“Estrmated gain on dlsposmon mcludmg income taxes

Indzvtdual Sales of Operatmg Compames—ln 2005, ‘we also sold two small operatmg compames in
separate transactions and shutdown the operations at another small operatmg company. The after-tax loss,
of these companies was $2.5 million in 2004, and $1. 2 mllllon in 2005 and has been reported in vy
discontinued operations under “Operatmg loss net of income tax beneflt The gain recognized on the .

sale of these units was $0.1 million, including tax expense, and was reported in discontinued operations . -
under “Estimated gain on disposition, including income taxes.”
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In 2004, we sold a small operating company. The after-tax income of this company for the first six,
months of 2004 was less than $0.1 million and has been reported in discontinued operations under - -«
“Operating results, net of tax.” The loss recognized on the sale of this unit in the second quarter of 2004.
was $0.5 million, including tax expense, and was reported in discontinued operations under “Estimated
gain on disposition, including income taxes.” This loss primarily resulted from the non-cash wr:te off of
goodwill associated with this unit. This goodwill write off was not tax deductlble

Sale of Companies to Emcor—In March 2002, we sold 19 operatlons to, Emcor Group, Inc. (“Erncor”)
The total purchase price was $186.25 million, 1nclud1ng the assumption by Emcor of apprommately
$22:1 million of subordmated notes to former owners of certain of the divested companies, Of Emcor’s’
purchase price, $5 million was deposited into an escrow account to secure potential obhgatlons on our part
to indemnify Emcor for future claims and contmgencws arising from events and circumstances pnor to’
closing, all as specifi ed in the transaction documents. Of this escrow, $4 million has been applied in
determining our liability to Emcor in connection with the settlement.of certain claims. The remaining
$1 million of escrow is available for book purposes to apply to any future claims and contingencies in + -, =’
connection with,this transaction, and has not been recogmzed as part of the Emcor transaction purchase

price. . - : : '

There are origoing open matters relatmg to this transaction that we continue to address with Emcor.
We do not beheve these open matters, ¢ither individually or in the aggregate, will have a material effect on
our fmancnal position when ultimately resolved. We maintain reserves for these matters, net of amounts
receivable from escrow that we believe will ultimately be applied in settling these matters. During the
sccond quarter’ ‘of 2004, we concluded that the related reserves should be reduced by $0.3 million, net of
tax benefit. Additionally, during the fourth quarter of 2004, we reduced thiese reserves by $0.2 ‘million, net
of tax. During the third quarter of 2005, we reduced tax reserves by $0.1 million in connection with the ,
resolution of state tax examinations. These amounts are reflected in discontinued operations in 2004 and
2005 in the caption “Estimated gain on disposition, including income tax benefit (expense).”

Liquidity and Capital Resources R ,

"Year ended December 31,
2004 2005 2006
. {in thousands)

Cash provided by (used in): : . P
Operating activities .. ...........ocviieniiia..s . - $26,184 $37446 517,734

Investing activities ..............covvniinns N $(2,476) $(6,769) $17,72t
Financing activities ....... i, e . $(1,268) $(7,660) § (762)
Free cash flow: ' o
Cash provided by operating activities. ... .... T $26, 184 $37,446  $17,734
' Taxes paid related to the sale of businesses. ....... . — 7,020
Purchases of property and equipment ...........:. e ( 4,998) (6,188) (8 113)
Proceeds from sales of property and equipment . ... e Lo - 545 696 ta17
Free cash flow....... PO PP . $21,731 $31,954 $17.118

Cash Flow—We define free cash flow as cash provided by operating activities excluding items related
to sales of businesses, less customary capital expenditures, plus the proceeds from asset sales. Positive free
cash flow represents funds available to invest in significant operating initiatives, to acquire other * '
companies, or to reduce a company’s outstanding debt or equity. If free cash flow is negative, additional
debt or equity is gcnerally reqmred to fund the outﬂow of cash. Free cash ﬂow inay be defined differently
by other companies.

5
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Our business does not require significant amounts of investment in long-term fixed assets. The °*
substantial majority of the capital used in our business is working capital that funds our costs of labor and
installed equipment-deployed in project work until our customers pay us. Customary terms in our industry
allow customers to withhold a small portion of the contract price until after we have completed the work,
typically for six months. Amounts withheld under this practice are known as retention or retainage. Qur
average project duration together with typical retention terms generally allow us to complete the
realization of revenue and earnings in cash within one year. Accordingly, we believe free cash flow, by
" encompassing both profit margms and the use of working capital over our approximately one year working
capital cycle, is an effective measure of operating effectiveness and efficiency. We have included free cash
flow information here for this reason, and because we are often asked about it by third parties evaluating
the Company. However, free cash flow is not considered under generally accepted accounting principles to

be a primary measure of an entity’s financial results, and accordingly free cash flow should not be.n. - .:

considered an alternative to operating income, net income, or amounts shown in our consolidated

statements of cash flows as determined under generally accepted accounting principles. - )

For the year ended December 31, 2006 we had free cash flow of $17.1 million as compared to
$32.0 million in 2005. This decrease primarily resulted from an investment in workmg capntal due to higher
activity levels . : . L

Durmg 2006, we collected approximately $25. 7 million, prlmarlly related to the sale of two operations
to Automated Logic Corporation and Automated Logic Contracting Services, Inc. of $23.8 million and
$0.7 million related to the sale of ARC to Mesa Energy Systems, Inc.

For the year ended December 31, 2005, we had free cash flow of $32.0 million as compared to
$21.7 million in 2004. This increase resulted primarily from increased profitability, net of a slight increase
in capital expenditures. . v

Credit Facility—In June 2005, we entered into a $75.0 million senior credit facility (“the Facility”)
which is available for borrowings and letters of credit. The Facility is secured by substantially all of our
assets except for assets related to projects subject to surety bonds. As of December 31, 2006, the total of
the Facility was $75.0 million, with no outstanding borrowings, $25.2 million in letters of credit
outstanding, and $49.8 million of credit available.

On February 20, 2007, we amended the Facﬂlty (the “Amended Facnllty”) The Amended Facility
consists of a $100.0 million revolving credit facility whlch is available for borrowings and letters,of credit.
The Amended Facility will expire in February 2012. .

We have a choice of two interest rate options for borrowings undeér the Amended Facility; these rates
are floating rates determined by the broad financial markets, meaning they can and do move up and down
from time to time. Excluding the amortization of debt financing and arrangement costs; we estimate that
the interest rate applicable to the borrowings under the Amended Facility would be approximately 6.57%
as of December 31, 2006. The Company incurred certain financing and professional costs in connection
with the arrangement of the Facility and the related amendment. These costs will be amortlzed as a non-
cash charge to interest expense over the term of the Amended Facility. .Commitment fees are payable on
the portion of the capacity not in use for borrowings or letters of credit at any given time. These fees range
from 0.20%-0.30% per annum, based on the ratio of debt td Credit Facility Adjusted EBITDA. - -

P ' . Y Coa

33




Interest expense for 2004, 2005 and 2006 mcluded the following primary, e]ements (in-thousands):!
1

. Yoo o RPN S S A A U T

V¥ I Ly 2004 .- . 2005 2006‘ C ot
Interest expense on borrowings, and unused comrnitment‘ L e
fees.............. e e $ 704 $ 391 $166 o

Letter of credit fees. ..., ooreeenin s e N 443 .. 389 .35 1, .
Amortization of deferred debt arrangement costs and . . . T .

. diSCOUNt. L, eeeepeieee. . A19.0 295 99 .
Total........... Ve PR Leeneneas e e $1 566 $1 075. $616., . - --

, . - e IO . dy e e ‘-,'ﬁ
When a previous credrt facility was replaced in 2005 a correspondmg ‘amount of deferred debt - .~ .ir

arrangement costs were written off: This charge of $0.9 million isireported-as.“Write-off of debt costs” in* -
our consolidated statement of operations for the year ended December 31, 2005, . . - ¢ . e

Covenant compliance is assessed as of each quarter end. Credit Facility Adjusted EBITDA is defined”
under the.Facility for financial covenant purposes as net earnings for the four quarters ending as.of any
given quarterly covenant compliance measurement date; ptus the corresponding amounts for (a) interest * -
expense; (b) income taxes; (c) depreciation and amortization; and (d) other non-cash charges. The - -7 - .
following is a reconciliation of Credit Facility Adjusted EBITDA to net ineeme.(linith'pus‘andg;)_: i

Netmcome....".....L....'...:..!....f ...... "..’.'.'.'...‘.'.....'..‘..' ..... . i"_$28,"724 T
Income taxes—continuing opérations arid discoritinued operatlons LT T17.646 s
Interest income, net .. ... ... S . e Dt e (L9T0)

.+ - Depreciation.and amortization expense . . . .. R R P SRR N 15265 7
Credit Facility Adjusted EBITDA .. ... ...ttt ++§49,665

) L e . [ B H
Under the Amended Facility, only two.financial covenants remain.

Leverage Ratio—The Amended Facility requires that the'ratio of the'Company’s total ch
indebtedness less cash and cash equivalents to its Credn Facrlrty Adjusted EBITDA not exceed 2 50.

14

Fixed Charge Coverage Ratio—The Amended Facrhty requires that the ratio of Credit Facnhty
Adjusted EBITDA, less non-financed capnal expendltures tax provision; dmdends and amounts used
to repurchase stock to the sum of interest expense and scheduled pr1r1c1pal payments be at least 1: 50
Capital expenditures, tax provision; dividends and stock repuichase ‘payments are defined under the '
.. Facility for purposes of this covenant to be amounts for the four quarters ending as of any given |
; quarterly covenant compliance measurement date. The calculation of the fixed charge coverage ratio,
| ‘was redeflned to exclude acquisitions, stock repurchases and the payment of cash dividends, provided:
- that the Leverage Ratio does not exceed 1.0. -+ . .., N .

L I LE TR h o af

" Other Restrictions—The Amended Facility permlts acqmsmons of up o $25 0 milliosi- per
* transaction, or $50. 0 million in the aggregate. However these llmltatrons only apply when the

B i, 3

Leverage Ratio i IS greater than1.0.

. R TS AL
Off- -Balance Sheer Arrangemems and Oth.er Commtrments-——As is common in our mdustry, we have = .
entered into certain off-balance sheet arrangements in the ordinary course of busmess that result in risks
not directly reflected in our balance sheets. Our most significant off-balance sheet transactions include
liabilities associated with noncancelable operating leases. We also have other off-balance sheet obligations
involving letters of credit and surety guarantees.

We enter into noncancelable operating leases for many of our facility, vehicle and equipment needs.
These leases allow us to conserve cash by paying a monthly lease rental fee for use of facilities, vehicles and
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equipment rather than purchasing them. At the end of the lease, we have no further obligation to the
lessor. If we decide to cancel or terminate a lease before the end of its term, we would typically owe the |
lessor the remammg lease payments under the term of the. lease

1] . ! - 1

Certain of our vendors require letters of-credit to ensure reimbursement for amounts they are,
disbursing on our behalf; such-as to beneficiaries under our self-funded insurance programs. We have also
occasionally used letters of credit to'guarantee performance under our contracts and to ensure payment to
our subcontractors and vendors under those contracts.:The letters of credit we provide are actually issued
by our lenders through'the Facility as-described above. A letter of credit commits the lenders topay -
specified amounts to the holder of the letter of credit if the holder demonstrates that we have failed to
perform specified actions: If this were to.océur, we would be required to reimburse the lenders: Depending
on the circumstances of such a reimbursement, we may also.have to record a charge to earnings for the -
reimbursement. Absent a claim, there is no payment or reserving of funds by-us in connection with a letter _
of credit. However, because a claim on a letter of credit would require immediate reimbursement by us to
our lenders letters of credlt are freated as'a use of the Fac111ty s capacity ]ust the’ safne as actual
borrowings. Claiins agamst ‘letters of credit are rare in our mdustry To date'we have not had a claim made’
against a letter of credit that resulted in payments by a lender or by us. We believe that it is unlikely that
we will.have to fund claims under a letter of credit in- the foreseeable future. ... - v ;o

AN

Many customers, partlcularly 1n connectron with new constructron requlre "us to post perforrnance and
payment bonds 1ssued by a ﬁnancral mstltutlon known as a surety. If we fail to perform under the terms of
a contract or to pay ‘subcontractors and vendors who provided goods or services under a contract, the
customer may demand that the surety make payments or. provide services under the bond. We must
reimburse the sureties for any expenses or outlays they incur. To date, we are not aware of any losses to
our sureties in connection with bonds the sureties have posted on our behalf, and we do not expect such
losses to be incurred in‘the foresecable future. : i s ' ‘

Surety|market conditions are currently challengmg asa result of srgmf cant losses mcurred by many
sureties in récent periods, both in the constructron industry as well’ as in certam larger corporate
bankruptcres As a result, less bondmg capacrty is available in the market and terms have become more ’
restrictive. Further under standard terms m the surety market, surjetles issue bonds ona project-by- prO]CCl
basis, and can declinie to issiie bonds at any time. Historically, approxnmately 25% of our business has
required bonds: While we have enjoyed a longstanding relationship-with.our primary surety and we have
added another surety to further support our bonding needs, current market conditions as well as changes
in our sureties’ assessment of our operating and financial risk could cause our sureties to decline to issue -
bonds for our work. If that were to occur, our alternatives include doing more business that does not
require bonds, posting other forms of collateral for project performance such as letters of credit or cash;
and seeking bonding capacity from other sureties. We would likely also encounter concerns from -
customers, suppllers and other market partrcrpants as to our credltworthmess Whrle we believe our
general operating and flnanc1al characterlstlcs 1ncludmg a srgmflcant amount of cash on our balance sheet
would enable us to ultlmately respond effectwely to an mterruptlon in the avarlabﬂlty of bondmg capacrty,
such an mterruptlon would hkely cause our revenues and pl'OfltS to declme in the near termi,

: The following recaps the future maturities of our contractual oblrgatlons as of December 31 2006 (m

thousands) T T AL S VI N e S
Vo THL b ‘Y‘} “'l.. PO a:-l ' l-; L I ) ' e T N e . . :
-" N K Twelve Months Ended December 31 - . -
) ' : 2007 2008 2009 2010 2011 Thereaﬂer_ Total
Operatrng lease obllgatlons R "$9, 797 $8 077 $7, 841 $3,219 $2,200 ' $6442 . $37,576

"es ,i

,

Absent any srgmfrcant commltments of capltal for 1tems such as, capltal expendrtures acqursrtrons,
dividends and share repurchases it is reasonable to expect the Company to contrnue to mamtam excess .

Vi
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cash omits balance sheet. Therefore, we assumed that the Company would continue its current status of -
not utilizing any borrowings under its revolving loan.. .

As of December 31, 2006 we also have $25.2 million letter of credit commitments, of which
$24.8 million expire in 2007 and $0.4 million expire in 2008. The substantial majority of these letters of
credit are posted with insurers-who disburse funds on our behalf in connection with our worker’s _
compensation, auto liability and general liability insurance program.-These letters of credit provide- :
additional security to the insurers that sufficient financial resources will be available to fund claims on our
behalf, many of which develop over long periods of time, should we ever encounter financial duress.
Posting of letters of credit for this purpose is a common practice for entities that manage their self-
insurance programs through third-party insurers as we do. While most of these letter of credit
commitments expire in 2007, we expect nearly all of them, partlcularly those supporting our insurance:
" programs, will be renewed annually. v = . o X

Other than the operatmg lease obligations noted above, we have no 51gn1f1cant purchasc or operatmg
commitments outside of commitments to deliver equipment and prov1de labor i in the ordmary course of
performing proy::ct work.

' .
v o

Outlook—We have generated posmve net free cash flow for thc last ¢ight calendar years, most of
which occurred during challenging economic and industry conditions. We also expect to have no debt,
significant borrowing capacny under otir credit facility, and substantial uncommitted cash balances. We
believe these factors will prov:de us with suffncnent lquldlty to fund our operations for the foreseeable ‘
future.

Seasonallty and Cycllcallty

The HVAC industry is subject to seasonal variations. Speaﬂcally, the demand for new installation and
replacement is generally lower during the winter months (the first quarter of the year) duc to reduced
construction activity durmg inclement weather and less use of air conditioning during the colder months.
Demand for HVAC services is generally hlgher in the second and third calendar quarters due to mcreased
construction act1v1ty and increased use of air ‘conditioning during the warmer months. Accordingly, we
expect our revenues and operatmg resu}ts generally will be lower in the first and fourth calendar quarters

Historically, the construction industry has been highly cyclical. As a result, our volume of business may
be adverscly.affected by declines in new installation and replacement projects in various geographic s
regions of the United States. ... - Sy _ o .

New-Accounting Pronouncements o . ‘ : oo _ "

We have various stock-based compensanon plans. Prior to January 1, 2006, wé accounted for those
plans under the’ recognition and medsurement provisions of Accounting Pr1nc1ples Board (“APB”) '’
Opinion No. 25, “Accounting for Stock- Based-Compensation.” No stock-based employee compensation
cost was'recognized in the consolidated statements of operations for the years ended December 31, 2004 or
2005, except with respect to the amortization of the intrinsic value of restricted stock grants totaling
$0.4 million and $0.5 million, respectively. Options granted under our equity compensation plans had an
exercise price equal to the market value of the underlying common stock on the date of grant and all terms
were fixed, accordingly, no expense was recognized under APB Opinion No. 25. Effective January 1, 2006,
we adopted the fair value recognition provisions of FASB Statement No. 123R, “Share-Based Payment”
(“Statement 123R”), using the modified-prospective-transition method. Results for prior periods have not
been restated. The adoption of Statement 123R resulted in compensation expense of $1.8 million '

($1.1 million after-tax or $0.03 per basic share and $0.03 per diluted share) for the year ended
December 31, 2006. Prior to adopting Statement 123R, we presented the benefits of tax deductions in
excess of recognized compensation costs {excess tax benefits) as operating cash flows in the consolidated
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statements of cash flows. Statement 123R requlres these excess tax benefits to be reported as financing
cash flows. . :

.

"In June 2006, the FASB 1ssued FASB Interpretatlon No. 48, “Accountmg for Uncertainty in Income
Taxes” (“FIN 48”). FIN 48 is an interpretation of FASB Statement No. 109, “Accounting for Income .
Taxes,” and it seeks to reduce the diversity in practice associated with certain aspects of measurement and
recognition in accounting for income taxes. In addition, FIN 48 requnres expanded dlsclosure with respect
'to the uncertainty in income taxes. FIN 48 will be effectwe for us begmnmg January 1, 2007. We are
currently evaluatlng the impact, if any, that FIN 48 will havc on our finaricial statements.’

. L

ITEM 7-A. Quanmatwe and Qualitative Disclosures about Market Rlsk ‘ Lok

We are exposed to market risk primarily related to potentlal adverse changes in interest rates as
discussed below. Management is actively involved in monitoring exposure to market risk and continues to
develop and utilize appropriate risk management techniques. We are not exposed to any other significant
financial market risks including commodity price risk, foreign currency exchange risk or interest rate risks
from the use of derivative financial instruments. The Company does not use derivative financial
instruments. '

. We have limited exposure to changes in interest rates due to our lack of indebtedness for borrowed
money. We have a debt facility under which we may borrow funds in the future. We do not currently
foresee any borrowing needs.
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; Mana’gement’s Report on.Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Under the
supervision and with the participation of our management, mcludmg our Chtef Executive Officer and
Chief Financial Officer, we conducted'ari evaluation of the effeCtivériess of our intetnal control over P
financial reporting as of December 31, 2006 based on the framework in Internal Contro]—lntegrated
Framework issued by the Committee of Sponsormg Orgamzatrons of the Treadway Coriimission (COSO)

Based on that evaluation, our management concluded that our mternal control over f” nanc1al reportmg
was effective as of December 31, 2006.

Because of its inherent llmltatlons internal control over financial reportlng may ‘not prevent or detect
misstatements. Also, projections of any evaluation of effectweness to future penods are subject to the nsk
that controls may become madequate bécause of ehanges in condrtlons or that the degree of comphance
wrth the poheres or procedures may deterlorate '

1

. . . +
- v C— v

Management’s assessment of the effectweness of our mtema] control over flnancral reportmg asof !

December 31, 2006 has been audited by Ernst & Young LLP, an independent registered public accounting
firm, as stated in their report which is included e_l§ew¥1e_re herein. R TR

f .
(I IR : IRV

b 1Y =
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Comfort Systems USA, Inc. *

We have audited the accompanying consolidated balance sheets of Comfort Systems USA, Inc. as of
December 31, 2006 and 2005, and the related consolidated statements of operations, stockholders’ equity,
and cash flows for each of the three years in the period ended December 31, 2006. These financial
statements are the responsibility of the Company s management Qur responsibility is to express an
opinion on these financial statements based on our audits.

‘-

.We conducted our audits in accordance with the standards of the Public Company Accountmg
Over81ght Board (Umted States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting pr1nc1ples used and sigrificant estimates made
by management, as well as evaluating the overall financial statement presentatlon We believe that our
audits provide a reasonable basis for.our opmlon

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Comfort Systems USA, Inc. at December 31, 2006 and 2003, and the
consolidated results of its operations and its cash flows for each of the three years in the period ended
December 31, 2008, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 14 to the consolidated financial statements, effective January 1, 2006 the
Company adopted Statement of Financial Accounting Standards No. 123 (revised 2004) “Share-Based
Payment.”

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of Comfort Systems USA, Inc.’s internal control over financial
reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our
report dated February 28, 2007 expressed an unqualified opinion thereon.

ERNST & YOUNG LLP

Houston, Texas
February 28, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON INTERNAL
CONTROL OVER FINANCIAL REPORTING '

Board of Directors and Stockholders . o .

Comfort Systems USA, Inc. AT co TRt

We have audited management’s assessment, included in the accompanying Management’s Report on
Internal Control over Financial Reporting, that Comfort Systems USA Inc, maintained effective internal
control over financial reporting as of December 31, 2006, based on'criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Orgamzatlons of the Tréadway’
Commission (the'COSO criteria). Comfort Systems USA,-Inc.’s management is'responsible for
maintaining effective internal control over financial reporting and forits assessment of the effectiveness of
internal control over financial reporting. Our responsibility is to express an opinion on management’s’
assessment and an opinion on the effectiveness of the company’s interrial control over flnanmal reporting
based on our audit. - . -

"We conducted our audit in accordance with the standards of the Public Company Accountmg
Ovérsight Board {United States). Those standards requrre that we plan and perform the audit to obtam
reasonable assurance about whether effective internal control over financial reporting was maintairied in
all material respects. Our audit included obtaining an understandmg of internal control over. fmancml

‘reportlng, evaluating management’s assessment, testing and evaluating the design and operatmg _
effectiveness of internal control, and performing such other procedures as we considéred necessary ini the .
cncumstances ‘We believe that our audit provides a reasonable basis for our opmlon '

' A company s internal control over financial reportmg is a process deSIgned to pr0v1de reasonable
assurance regardlng the reliability of financial reporting and the preparation of financial statements for

external purposes in accordance with generally accepted:accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial stateménts'in accordance with generally accepted accounting pr1nc1p1es
and that receipts and expenditures of the' company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regardmg preventlon
or tlmely detection of unauthorized acquisition, use, or dlSpOSIthIl of the company s assets that eould have
a materlal effect on the financial statements.

Because of 1ts inherent llmltatlons internal control over, fmanc:lal reporting may not prevent or detect
misstatements. Also projections of any evaluation of effectweness to future periods are subject to the risk
that controls may become madequate because. of changes in condmons or that the degree of comphance .
with the policies or procedures may deterlorate

In our opinion, management’s assessment that Comfort Systems USA Inc: mamtamed effectlve
internal control over financial reporting as of December 31, 2006, is fairly stated, in all material respects,
based on the COSO criteria. Also, in our opinion, Comfort Systems USA, Inc. maintained, in all material
respects, effective internal control over financial reporting as of December 31, 2006, based on the COSO
criteria. . ) Cod :

"We also have audited, in accordance with the standards of the Pubhc Company Accountmg Oversnght
Board (United States), the consolidated balance sheets of Comfort Systems USA, Inc. as of December 31,
2006 and 2005; and the related consolidated statements of operations, stockholders’ equity, and cash flows
for each of the three years in the period ended December 31, 2006 of Comfort Systems USA Inc. and our
report dated February 28, 2007 expressed an unqualified opinion thereon.

. ' : : : T ERNST&YOUNG LLP

Houston, Texas .
February 28,2007 . S e .
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COMFORT SYSTEMS USA, INC
CONSOLIDATED BALAN CE SHEETS _ _ ) ,
A . Tt
(In Thousands, Except Share Amounts) S

e, Yo S T B R DT o0 00T Decembei 31,
D1 . et 4 L PR L . e o, 2008 2006
o 'f"". Lo 'ASS.ETS. Cot gl L tele o w b DTS
CURRENT ASSETS:! L A ST U S PRI
Cash and cash equwa]ents....—.., .................... Lyeisfors e ieeentensrae o 08 055,593 $.90,286 -
» Accounts receivable, less allowance for doubtful accounts of; $3 538 and TR L VR i
$3,301, respectively ... ... T R e et e e nedee . 1 195,025 . 234,763
Receivable from sale of operatlons. Ceeitaa, .’.'.-.. e s Ceteas e genteenanns .. 23,8000 . . 142.
Other FECEIVADIES . . . . v\ v eeseee e ettt et eetae e e e aasee e e © 5784 ., 4,887
Inventories ................ L LE P EREY PR PH LI 8,083 8,762
Prepald expenscs and other .': ............... S R s .7 . 13,644
Costs and estimated eammgs in excess of bllhngs O 22 512 23, 680
Assets related to dlscontmued operatlons. PRPPIRS g et cees " 73,99 by 221
*Total current aSSeLS. ..o e ;- g . DT '! o 326 075 376,385 -
PROPERTY AND EQUIPMENT net. T T T R KRR I EE R TR 12,705 {' 15 504"
GOODWILL ™. ... st itaa s sy e $2.954 62,954
OTHER NONCURRENT ASSETS .......... e PR e . 6,949 6,031
5 Total assets..‘ ......... AT e J AL R T8 408,683 $460,874
i e fr PIA R Ta A Aot S I Y —

B LIABILITIES AND STOCKHOLDERS’ IE'.QUITYr o o a0

CURRENT LIABILITIES: e o
Current matuntnes of long -term debt. Jee Cait L e L8 =8
Accounts payable . , T L e ©oBI, 180
‘Accrued comgensatlon and beneﬁts. P ” .'.':,..;._ . u 29,3477 . 350 058
. Billings in excess of costs and estlmated earnmgs e g e CT 53219 65,949
Incometaxespayable....'.' ...... e et o 1615 T T34
" Accrued self insurance expense...J.'..'...."f.'."l".f.'..’.'".'.....l.t....i;l,.'...; 17350 19,618
Othercurrentllabllmes...,................................l....'...'...,. 14338 715,171
"Liabilities related to discoritifiued operatlons.f 1 f‘. s oI s T 1,309 T - 450
&% . Total current liabilities. ... .20 ot e -7 v195,160 218,160

LONG-TERM DEBT, NET OF CURRENT MATURITIES’. T

Total liabilities . . ... .oovveeeeiieee s Do AT 195,160 218,160

COMMITMENTS AND: CONTINGENCIES T e LT «

STOCKHOLDERS’ EQUITY® P P I UCINRVS 1 SR RN
Preferred stock, $.01 par 5000 000 shares authorlzed none issued and B P TR . g
. outstanding ... ... i AL e P AT G N R
Common stock, $.01 par, 102 969,912 shares authorlzed 39,979,687 and ‘ IR

« 40,710,003 shares issued, respectively.!. .. i oo i i T, 400 s 407
.Treasury stock, at cost, none outstanding . ......... e R S e T
. Additional paid-incapital............. Vi e e e e S s e 340, 264 339 589
1Deferred- compensation . ... . [P YU KL S ST O .(1,135) L=y
Retained earnings {(deficit). ... .....coovin . f it s g126 006) <-,§97,282}
, - Total stockholders BQUILY + v oe ottt e . 213,523 242,714
" Total liabilities and stockholders’ 101151 2 $ 408,683 $460,874

The accompanying notes are an integral part of these consolidated financial statements. ' .
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COMFORT SYSTEMS USA, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(In Thousands,'iExéept' Per Share Data)

Year Ended December 31,

‘ i 2004 2005 2006
REVENUES. ... i i e icie e i e e . $767,358 $892,549  $1,056,525
COSTOF SERVICES:.......... N et 644,318 744,407 885,508

. Grossprqﬁt..‘....................., ..... i sesaseean 123,040 -°, 148,142 * 171,01'_7
SELLING, GENERAL AND ADMINISTRATIVE EXPENSES .......... .98,429 113,285 . 126,620 °
GOODWILLIMPAIRMENT ... ... ... i 637 33,8770 v 2
GAIN ON SALE OF ASSETS.............. PR e (115) ' - (89) (125)

' Operating income ., . . .. .. e e 24,089 1,065 44,522 .
OTHER INCOME (EXPENSE): - g ‘ S :
_ Interestincome. ............... PN 172 - 752 2,585 ‘

Interest expense . ... . /R P : (1,566) (1,075) . (616) .

Write-offof debtcosts. . .......... ... .. ... .. PERPRRRRPP JR — (870) L —

Other. . e e (427) 107 100
_+.n_ Otherincome (expense)............... TR (1,821) (1,086) 2,069
INCOME (LOSS) BEFORE INCOME TAXES .. .. .. .\..tvieeennn. " 228 (21 146591,
INCOMETAXEXPENSE. .. .......... ... ... i 8,589 14,848 17,874 |
INCOME (LOSS) FROM CONTINUING OPERATIONS ............... 136790 (14869) 28717
DISCONTINUED OPERATIONS: ; - . )

" Operating loss, net of income tax benefit of $295, $818 and $160 ......... (3,447)'*-»: (1,309 . . (203) -

Estimated gain on disposition, including income tax benefit (expense) of

$12, S(7,103) ANA 868 ..o e e . 481 9952 210
NET INCOME (LOSS). ........... OIS $ 10713 § (6226) § 28,724,
INCOME (LOSS) PER SHARE: .. '

Basic— . ’ . .
Loss fron continuing operations .......0 ... o0 o i o “$ 036 % (038 % 0.71
* Discontinued operations— s , . ce
Loss from operations ... ........euutieriaeeineeennianiinenin.. {0.09) (0.03) (0.01)
Estimated gain on disposition . ................ e Q.01 0.25- - 0.01
Net income (10SS)............... P G, 802803 (016) § 071
Diluted— . . T 7
. Income (loss) from continuing operations .......... S $ 035 § (038) % 0.70
Discontinued operations— _ ‘
L0SS frOm OPerations . ... ......vuuuninenenereriaeanenneia, (0.09) (0.03) (0.01)
‘Estimated gain on disposition . ............ . ... ...l L, 0.01 0.25 0.01
Netincome (I088). .. ..... ...t N $ 027 § (016) $ 0.70
SHARES USED IN COMPUTING INCOME (LOSS) PER SHARE: -
Basic....................... 38,409 39,298 40,247
Diluted.......... e, e - 39505 39,298 41,146
DIVIDENDS PER SHARE.. .. ... IS YT g 00258 040

The accompanying notes are an integral part of these consolidated financial statements.
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COMFORT SYSTEMS USA, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

(In Thousands, Except'Share Amounts)

) T Additional n Total
R i Common Stock Treasury Stock Paid-In Deferred gzﬁié Stockholders’
. o ¢ . Shares Amount Shares Amount Capital Compensation _ (Deficit) Equity
BALANCE AT DECEMBER 31, | _ T
2003 ..., e 39,258913  $393  (1,041,864) $(6,305) $337,605 $ (540) $(130,493) $200,660
Issuance of Stock: f . . : S B (L o o
Issuance of shares for options - . . ) R IR RO
. exercised including tax benefit. . — — 440,508 2,658 (724) L.t — 1934
'Issuance of restricted stock . . . ... - - 225,000 1,353 361 1n4) . - —
Forfeitue of unvested restricted '
SEOCK . v e e — —  (56,250) (308) — 288 . — . (49)
Amortization of deferred . ' o
cOmpensation .. .............. B — — — 113 408 - 523
Shares issued for exercise of ' ' ' o e
WAITAME « <« oo veseaaninns —_ = 408,144 2,454 37 =" =27
Other ...vvivnriirinneeannns . —_ - — — 25 — — - 25
Net income . ...... [ ' — — — —-— e = . 10,713 10,713
BALANCE AT DECEMBER 31, L. . e
004 ... e L. 39258913 393 (24462)  (148) 337719 (1,587). ' (119,780) © 216,597
Issuance of Stock: ™ .. ’ : : : : . ' o
Issuance of shares for options. . . . ., L.
“‘exercised including tax benefit. . 650,954 6 114,959 ** 835 2,987 — L. 7 7 3828
Issuance of restricted stock . . ... 82,500 1 — — 51 . (7% . — Ty =
Shares received in lieu of tax
+withholding payment on vested” & - S et e N R
restricted stock .......... ... — — (40,797)  (318) —_ — — (318)
Forfeiture of unvested restricted o ERLANE SRR LT - e '
stock ........ AU o (125000 —.  (50000) (372) - (74) 360 ¢ 0 (86)
Dividends . .. ... .oeviieeieannn - - — — (999) - (999)
Amortization of deferred oo : : . - e '
compensation .........c00un.. — — — — 60 667 . . — . .72
OhEr « oo - - 300 3 (3 oot et N
Netloss.....ocovvveviennanns. i — — — — {6,226) (6,226)
BALANCE AT DECEMBER 31, S : . Tt
2005 .. 39,979,867 400 —_ — 340,264 {1,135y . (126,006) 213,523
Issuance of Stock: | . . fyore RO
Issuance of shares for options . i . TV
exercised including tax benefit. . 592,636 6 61,360 786 3,868 — . — . 4,660
Issuance of restricted stock . ... .. 137,500 1 —_ — 1) - - —
Shares received in lieu of tax ,
withholding payment on vested | o e e .
restricted Stock ... .. ... ... S — (46,985)  (597) - = = (597
Statement 123R adoption. ........ — - — —_ {1,135) 1,135 — g—
Stock-based compensation expense . — — S— — 1,800 — — . 1,800
Forfeiture of unvested restricted . - : BT ' '
SOCK . o - — (14,375)  (189) 151 —_ . = . (38)
Tax benefit from vesting of restricted
SEOCK . v s — R — - 3160 o= et — - - 316
Dividends . ... ...covivinninnn — — .— — (5674 . . — — (5,674)
Netincome..............c.cnnus ’, — - — — —_ — 28,724 28,724
BALANCE AT DECEMBER 31,- - . ' ' '
2006 ... 40,710,003  §407 — § - §339,589 $§ — $.(97,282) $242,714

The accompanying notes are an integral part of these consolidated financial statements.
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COMFORT SYSTEMS USA, INC.
+ "~ CONSOLIDATED STATEMENTS OF CASH FLOWS
“'(In Thousinds) °

___Year Ended December31,
o 2004, - 2008 . - 2006 -

CASH FLOWS FROM OPERATING ACTIV ITIES

Net income (loss) .1 oiten v bnn it e/ ie L oot D 0810713 §.(6,226): 828,724
Adjustments to reconcile riet income (loss) to net cash provnded by operating activities - | A A
Estimated gain on dxsposntlpn of discontinued operations . ..................... .;,2“ . (481) 9,952y ., (210).
Wnte—offofdebt COSIS ... Pt T T RR T P o ey 810 =
Deprec:latmn and amortization expense /1. ... "" PRTDIDUSS Lol s 4684 4,818 " 75266
Goodwill-impaitment . . ..o 20 e, ez, s T e a3 0 33gr -t
“.Bad debt expénse 1 ... fe S el Ll L L :‘. Solaoololooh sl 2873 0 SLT69 WFT 686

Deferred tax expense (benefit):. ... s vt i s ot b Y (367) 3,336 - (887).
Tax benefit of stock-based compensation expense (pre;Statement 123R) ...... v ot 672 1267 ., - =,
Amortization of debt fmancmg COSS. .o vvsv s svnnas RETRERS cerernerpaeg oy 1419295 0 99
Gain on salc ofassets‘ Cipenreeienes B S P PRTITER T 24 L(36) (]25)
Stock-based compensatmn expense.’. ... . P e YOI oo T3 519 1,762 "
Mark-to-market warrant obligation. . ... ~'#4% ..o v R V. - T =
' Changes in operating assets and liabilities, net of . /1 ¢ B '
effects of acquisitions and divestitures— -~ « -+, ., - L 0 ol 0 L
(Increase) decrease in— , ., ., .- .., — . . B R T R )
Receivables, met. . ... e e (10 741)  (26,439)  (38,849)
Inventories. ... ... i (764) ., 1,553 {713)
Prepaid expenses and other current assets. . ......... F T 1 129%  (1;365) T (435)
Costs and estimated earnings in excess of billings ......................... o (9;280). v 2217..., - (688)
T Other DONCUITENT ASSELS - .. . ... o iiee st et tseaastaiiannaaaannns 303 (518) 427
Increase (decrease) in— - . <. o L@ - o T TR S S T
,Accounts payable and accrued, llabllmes P Toiteei... o0 215,446 12,028 17,187
Blllmgs in excess of costs and estimated earmngs ......................... ’ 7,447 19,368 12,509
LT T (13) LB Wt
Taxes paid related to the sale of businesses . FREATe e s e — (7,020
Net cash provided by cperating activities X ;... .. .. PUSC SNSRI 26, 184 -'37 4-46 ' '17,734
CASH FLOWS FROM INVESTING ACTIVITIES: CorE . o
Purchases of property and equlpment e e Y L (4 998) (6,188) _ (8,113)
Proceeds from sales of property and equlpmcnt ..... S 2 54570 696 _' Loan
"Proceeds from businesses sold, net of cash sold and trarisaction costs .......0. 1,977 1666 25,737
Cash paid for acquisition and intangible assets, including cash acquu‘ed R R — (2,943) (380)
Net cash provided by (used in) investing activities. ., ............ Tl L (2476) (6,769 17,721
CASH FLOWS FROM FINANCING ACTIVITIES: R I DT oot T
Net borrowmgs on revolving line of credit . ; il e R feov L ‘_'-—A“_ - . -
Paymentsonotherlong-tenndebt..........._. . (1,607) | (8822) —
Borrowings of other long-térm debt . . . . . .. e Lo 40 - =" 0 =
Debt financing COSS ... ... vveutt ettt aee e i ieaas T (963) T (400) Y —
Payments of dividends to shareholders. .. ... ... oo i i i, — (999) . (5,674)
Tax benefit of stock-based cOmMPENSALION. - - .. v\ v vveeirieieaeraiainaaas, - — - 2,487
,Proceeds from exercise of options ....... IS v it o 1,262 2561, . 2425
Net cash used in financing activities . .. ............... [N e o (1,268) (7.660) .. (762}
NET INCREASE IN CASH AND CASH EQUIVALENTS ...................... 22,440 23,017 34,693
CASH AND CASH EQUIVALENTS, beginning of year—continuing operations and I T ST
discontinued OPerations . ... ........c.virrttiiir it i 10,136 32,576 55,593
CASH AND CASH EQUIVALENTS, end of year—contmumg opcratlons and SR i
dxscontmuedopcratlons....' ........................ st cb 8 32,5760 8 55,593 $90286
T o . vy PR T o " L R L o

The accompanying notes are an integral part of these consolidated financial statements.
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COMFORT SYSTEMS USA, INC.
NOTES, TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2006

1.. Business and Organization L

Comfort Systems USA, Inc., a Delaware corporation (“Comfort Systems and collecnvely with its-
subsidiaries, the “Company”), is a national provider of comprehensive heating, ventilation and air - '
conditioning {“HVAC”) installation, maintenance, repair and replacement services within the mechanical
services industry. The Company operates primarily in the commercial, industrial and 1nst1tutlonal HVAC
markets, and performs most of its services within office buildings, retail centers apartment complexes
manufacturing plants, and healthcare, education and government facilities. In addition to standard HVAC
services, the Company provides specialized applications such as building automation control systems, firé
protection, process cooling, electronic monitoring and process piping. Certain locations also perform
related activities such as electricat service and plumbing. Approxlmately 61% of thé Company's’
consolidated 2006 revenues are attributable to installation of systems in newly constructed facilities, with
the remaining 39% attributable to maintenance, repair and replacement services. T_he following service
activities account for the Company’s consolidated 2006 revenues: HVAC - 74%, plumbing - 18%, building
automation control systems—3%, and other—5%. These service activities are w1thln the mechamca]
services 1ndustry which is the smg]e industry segment served by Comfort Systems. - o

2. Summary of Significant Accounting Policies
Pnnaples of Consahdatmn

The accompanymg consolidated financial statements include the accounts of Comfort Systems and its
wholly-owned subsidiaries. All significant intercompany accounts and transactions have been eliminated.

Cash Flow Information

The Company considers all highly 11qu1d investments purchased with an ongmal maturtty of three
months or less to be cash equivalents. , - ; | .

Cash paid for interest in 2004, 2005 and 2006 was approx1mately $0.9 million, $0.8 million, and
$0.5 million, respectively. Cash paid for income taxes for continuing operations in 2004, 2005 and 2006 was
approximately $6.3 million, $13.0 million and $15.6 million, respectively. Cash paid for income taxes for
discontinued operations in 2004, 2005 and 2006 was approximately $0.5 million, $0.1 million and-
* $7.1 million, respectively. The taxes paid for discontinued operatioiis for 2006 related to the sale in 2005 of
two operations to Automated Logic Corporation and Automated Logic Contractlng Services, Inc. These
taxes are included in the caption “Taxes paid related to the sale of business” in the accompanymg
consolidated statement of cash flows. '

Inventanes

Inventories consist of parts and supplies that the Company purchases and holds for use in the ordmary
course of business and are stated at the lower of cost or markct using the ﬁrst-m first-out method

Propenjy and Equtpment .o ' S SR o

Property and equipment are stated at cost, and depreciation is computed using the stratght—lme \
method over the estimated useful lives of the assets. Leasehold improvements are capitalized and,
amortized over the lesser of the expected life of the lease or the estimated useful life of the asset.

Vo .
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COMFORT SYSTEMS USA, INC.
NOTES TO CONSOLIDA_TED FINANCIAL STATEMENTS: (Continued)’
Décember 31, 2006

2. Summary of Significant Accounting Policies (Continued) T AL (N

Expenditures-for repairs and maintenance are charged to expense when incurred. Expenditures for
major renewals and betterments, which extend the useful lives of existing equipment; are capitalized'and ¢
depreciated over the remaining useful life of the equipment. Upon retirement or disposition of property
and equipment the cost and related accumulated depreciation are removed fromthe accounts-and any
resulting gain or loss Is recogmzed in “Gain on sale of assets in the statement of operations.” 1

[T A I . -t A.'|'l L Py, ] H . . - Ty

Goodwdl
Goodw1!l represents the excess of the aggregate purchase price paid by the Company in acqulsmons
over the fair,value of the net tangrble and mtanglble assets acquired.. : S ey
Long-Lived Assets o

. . . 1. L e et ,
ot e ! s " [ | '

O SO C e .--':l" PSR N AN
“Long- lived assets dré comprlsed prmc1pally of goodwrll property and equlpment and deferred mcome
tax assets. The Company perlodlcally evaluates whether events and c1rcumstances have occurred that
indicate that the’ remaining balances of hese assets may fiot be recoverable The Company uses esumates
of future income from operations : and Cash flows as well as other, econom:c and busmess factors to assess

the recoverablllty of these assets i S,

i .t i . . [ R Y . he b el

RevenueRecognmon - L T P T LT

4

Approximately 86% of the Company’s revenues were earned on a project basis and recognized ..
through the percentage of completion method-of accounting. Under this methodras provided by Americam
Institute of Certified Public Accountants Statement of Position 81-1, “Accounting for. Performance of .
Construction-Type.and Certain Production-Type Contracts,” (“SOP 81-1") contract revenue recogmzable
at.any time during the life of a contract is determined by multiplying expected total contract revenue by the
percentage of contract costs incurred.at any-time to-total estimated contract costs. More specifically; as -~
part of the negotiation and bidding process in which;the Company engages in connection with obtaining .\
installation contracts, the Company estirnates its‘contract costs, which include all.direct materials . R
(excluswe of rebates), labor and subcontract costs and indirect costs related to contract performance, such
as indirect labor, supplies, tools, repairs and deprec1at10n costs. These contract costs are included in trhe
Company’s results of operations under the caption “Cost of Services.” Then as the Company performs
under those contracts, such costs are measured as incurred, compared to total estimated costs to complete
the contract, and a correspondmg proportion of contract revenue is recogmzed Labor costs are considered
to be incurred ‘as the work is performed Subcor}tractor labof i 1s recogmzed as the work is perforrned but is
generally subjected to approval as to mllestones or other evidence of completlon Non- labor prolect cost '
consists of purchased equtpment prefabrlcated matenals and other materials. Purchased eqmpment on
the Company ] pro;ects are substantrally all produced to ]Ob spec1f1cat10ns and aré 4 valug added elemenrtj
to the Company’s work: The costs are consrdered to be mcurred when title is transferred to the Company, _
which typically is upon delivery to the work site. Prefabncated matenals such as ductwork and piping, aré . b
generally performed at the Company’s shops and rec0gmzed as contract costs when fabricated for thé
unique specifications of the job. Other materials cost are not significant and are generally recorded when
delivered to the work site. This measurement and compariSon process requires updates to the estimate.of
total costs to complete the contract, and these updates may include subjective assessments.
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2. Summary of Significant Accounting Policies (Continued)- A

Project contracts typically provide for a schedule of billings or invoices to the customer based on
reaching agreed-upon milestones or as the Company incurs costs.. The schedules for such billings usually
do not precisely match the schedule on which costs are incurred. As a result, contract revenues recognized
in the statement of operations can and usually do differ from amounts that.can be billed or invoiced to the
customer at any-point during the contract. Amounts by which cumulative contract revenues recognized on -
a contract as of a given date exceed cumulative billings to the customer under the contract are reflected as
a current asset in the Company’s balance sheet under the caption “Costs and estimated earnings in excess
of billings.” . Amounts by which cumulative billings to the.customer under a contract as of a given date:
exceed cumulative contract revenues recognized on the contract are reflected as a current liability in the
Company's balance sheet under the caption “Billings in excess of costs and estimated earnings.”

The percentage of completion method of Aaccounting is also affected by changes in job performance,
job conditions, and final contract settlements. These factors may result in revisions to estimated costs and,
therefore, revenues. Such revisions are frequently based on further estimates and subjective assessments.
The effects of these revisions are recognized in the period in which the revisions are determined. When
such revisions lead to a conclusion that a loss will be recognized on a contract, the full amount of the
estimated ultimate loss is recognized in the period such a conclusion is reached, regardless of the
percentage of completion of the contract.

Revisions to project costs and conditions can give rise to change orders under which the customer
agrees to pay additional contract price, Revisions can also result in claims the' Company might make
against the customer to recover project variances that have not been satisfactorily addressed through
change orders with the customer. Except in certain circumstances, the Company does not recognize.-

‘revenues or margin based on change orders or claims until they have been agreed upon with the customer. .

The amount of revenue associated with unapproved change orders and ctaims is currently immaterial,
Variations from estimated project costs could have a significant impact on the Company’s operating .
results, depending on project size, and the recoverability of the variation via additional customer payments'

Revenues associated with malntenance repair and momtorlng serv1ces and related contracts are
recognlzed as services are performed

: '
- . -
r

Accounts Receivable SR :

Accounts receivable include amounts billed to'customers under. retention_ of retamage provisions in
construction contracts. Such provisions are standard in the Company ] mdustry and usually allow for a
small portion of progress billings or the contract price to be w1thheld by the customer until after the
Company has completed work on the pro;ect typlcally fora perlod of six months. Based on the Company ]
experience with similar contracts in recent years, billings for such retention balances at each balance sheet
date are finalized and collected within the subsequent year. Rétention balances at Décember 31, 2005 and |

- 2006 are $45.1 million and $61. 1 million, reéspectively, and are included in accounts receivable.

: The carrying value of the Company’s receivables, net of the allowance for doubtful accounts,
represents their estimated net realizable value. The Company estimates-its allowance for doubtful accounts
3 LR IS i

.
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2. Summary of Significant Accounting Policies (Continued) . - Lo “

based upon the creditworthiness of its customers, prior collection history, ongoing relationships with its
customers, the aging of past due balances, the Company’s lien rights, if any, in the property where the .
Company performed the work, and the availability, if any, of payment bonds applicable to- the contract.
The receivables are written off when they are deemed to be uncollecuble

Self-Insurance Liabilities

The Company is substantially self-insured for worker’s compensation, employer’s liability, auto
liability, general Liability and employee group health claims, in view of the relatively high-per-incident -
deductibles the Company absorbs under its insurance arranigements for these risks. Losses up.to deductible
amounts are estimated and accrued based upon known facts, historical trends and industry.averages. Loss .
estimates associated with the larger and longer-developing risks—worker’s compensation, auto liability and
general liability—are reviewed by a third-party actuary quarterly. The Company’s self-insurance, - '
arrangements are further discussed in Note 12 “Commitments and Contingencies.”

Warranty Costs

The Company typlcally warrants labor for the first year after mstallatlon on new HVAC systems. The.
Company. generaily warrants labor for 30 days after servicing of existing HVAC systems. A reserve for .
warranty costs is estimated and recorded based upon the historical level of warranty claims and.
management’s estimate of future costs.

Income Taxes = - . ' ) b :

The Company files a consolidated return for federal income tax purposes. Income taxes are provided
for under the liability method in accordance with Statement of Financial Accounting Standards (“SFAS”)
No. 109, “Accounting for Income Taxes,” which takes into account differences between financial statement
treatment and tax treatment of certain transactions. Deferred tax assets represent the tax effect of activity .,
that has been reflected in the financial statements but which will not be deductible for tax purposes until
future periods. Deferred tax liabilities represent the tax effect of activity that has been reflected in the
financial statements but which will not be taxable until future periods. »

The Company regularly evaluates valuation allowances established for deferred tax assets for which
future realization is uncertain. The Company performs this evaluation each quarter. Estimations of
required valuation allowances mcludc estimates of future taxable income. The uitimate realization of
deferred tax assets is dependent upon the generation of future taxable income duting the periods in which
the activity underlyirig these assets becomes deductible. The Company considers projected future taxable
income and tax planning strategies in making this assessment. If actual future taxable income is less than
the estimates, the Company may not realize all or a portion of the recorded deferred tax assets. .

New Accounting Pronouncements .

Effective January'1, 2006, the Cdmpany adopted the fair value recognition provisions of SFAS .
No. 123R, “Share-Based Payment” (“Statement 123R”) using the modified-prospective method. See
Note 14 “Stock-Based Compensation.”

In June 2006, the Financial Accounting Standards Board (“FASB”) issued FASB Interpretation
No. 48, “Accounting for Uncertainty in Income Taxes” (“FIN 48”). FIN 48 is an interpretation of SFAS
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2. Summary of Significant Accounting Policies (Continued) =~ .~fr .. remei e o oy b

No. 109, “Accounting for Income Taxes,” and it seeks to reduce the diversity.in practi¢e associated'with .
certain aspects of measurement and recognition in accounting for income taxes. Inaddition, FIN48 . .
requires expanded.disclosure with respect to the uncertainty.in income taxes. FIN 48 will be-effective for'.
the Company beginning January 1, 2007. The Company-is currently evaluatlng the impact; if any, that

FIN 48 will have on the financial statements.

- v
" .- e
Aol a il . ¥

Segment Dlsclosure

oo : . PR

Comfort Systems activities are ' within the mechamcal services industry, Wthh isithe: smgle industry
segment served.by:the Company. Under SFAS No. 131, “Disclosures About Segments of an Enterprise and
Related Information,” each operating subsidiary represents an operating segment and these segments have
been aggregated, as no individual operatmg unit is materlal and the operating units meet almajonty of.
SFAS No. 131's aggreganon cntena T e : S . IR i

[

Use of Estimates

The preparation of financial statements in conformity with generally accepted accoun{ing‘principies
requires the use of estimates and assumptions by management in determining the reported.amounts of
assets.and liabilitics, revenues and expenses, and disclosures regarding contingent.assets and liabilities. - '
Actual resuits could differ from those estimates. The most significant estimates used in the Company’s.. -+
financial statements affect revenue and cost recognition for construction contracts, the allowance for . -«".
doubtful accounts, self-insurance accruals, deferred tax assets, warranty accruals, and the quantlflcatlon of
fair value for reporting units in connection with the Company 5 goodwﬂl 1mpa1rment testing.

Conicentrations of Credif Risk T " . _ . T

The Company provides services in a broad range of geographic regions. The Company’s credit risk
primarily consists of receivables from a variety of customers including general contractors, property owners’
and developers, and commercial and industrial companies. The Company regularly reviews its accounts’ -~
receivable and estimates an allowance for uncollectible amounts. The Company has a diverse customer
base, with no single customer accounting for more than 5% of consolidated-2006 revenues.

'Financial Instruments. o : e T

The Company s financial instruments consist of cash and cash’ eqmvalents accounts recelvab]e _
receivables from related parties, other réceivables, accounts payable and a hne of credit. The Company
believes that the carrying values of these mstruments on the accompanylng balance sheets approximate
their fair values )

Reclassifications ' u PR

. . + P . A
f . A .

Certain reclassifications have been made in prior period financial statements to conform to current
penod presentation. These reclassifications have not resulted in any changes to prevmus]y reported net
income for any perlods ) A . 4

O, . . - T
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3. Acquisition T , . e

A SN

-On January 17, 2005, the Company completed the acqulsmon of Granite State Plumbmg & Heating
(“Gramte ’), an HVAC contractor located near Manchester, New’ Hampshire. This acquisition has
increased the Company’s presence in the Northeast, specifically in the Boston region and southern New
Hampshlre The total c0ns1deratlon pald in this transaction was apprommately $2.9 million, compnsed .
entirely of cash, mcludmg cash acquired. The fair value of the, tanglble net assets acquired exceeded the
total consnderatlon pald As a result, the long-term f ﬁxed assets of the acqunsmon were reduced by this
excess amount The consolidated balance sheet of Comfort Systems ‘includes an allocation of the purchase
price to the asséts acquired and liabilities assumed based on estlmates of falr value. The purchase price was
allocated as follows (amounts in thousands)

. Accounts receivable, net ... ... e e '$ 5,223 R ..
Costs and estimated earnings in excess of billings. .. ... . L,1% . - e
; Other current'assets . .. ....livuvineeeneenaafifenn., - 284

* .-, Propertyandequipment .................. ... ..., . - 210 - .
Less: Accountspayable ................... PPN G (2,983) .. .
Less: Billings in excess of costs and estlmated earmngs {175) )
Less: Other current liabilities. ... ... ... . 0 oL (747)
Less: Other long-term liabilities. . .................... (25)
Cash paid, including cash acquired ................... $ 2,943

The resuits of operatlons of Granite are included in the Company’s consohdated f1nanc1al statements
from January 17, 2005 through December 31, 2006 o

v

4. Discontinued Operations
-4

Sale of Assets to MESA Energy Systems, Inc.—On June 1, 2006, the Company along with its wholly-
owned subsidiary, ARC Comfort Systems USA, Inc. (“ARC™), entered into an assét purchase agreement
to sell certain assets of ARC to Mesa Energy Systems, Inc. (a subsidiary of Emcor Group, Inc.) for
approximately $0.7 million in cash. These assets were sold at book value. The after-tax losses of this
company of $2.3 million, $1.5 million and $0.2 million for the years ended December 31, 2004, 2005 and

2006, respectively, have been reported in discontinued operations under “Operating loss, net of income tax
benefit,”

. , . .= . -y 4
'

Sale of Companies 1o ALC—On December 31, 2005, the Company sold two opefatlio'ns to Automated
Logic Corporation and Automated Logic Contracting Services, Inc. (together, “ALC”) for approximately
$22.9 million in cash, net of transaction costs and a purchase price adjustment based upon the closing
balance sheet for the transferred assets. The receivable related to this sale was paid during the first quarter
of 2006. The gain recognized on the sale of these units was $9.8 mitlion, including tax expense, and was
reported in discontinued operations under “Estimated gain on disposition, including income tax benefit
{expense).” During the fourth quarter of 2006, the Company recorded an additional gain of $0.1 million,
net of tax, related to the collection of certain receivables. The Company paid $7.0 million in taxes related
to this transaction during the first quarter of 2006. The after-tax income of these companies of $1.3 million
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4. Discontinued Operations (Continued) i

in both 2004’ and 2005'has been reported in drscontmued operatrons under “Operating loss, net of income

tax benefit.” L I Y [ Sty "1, Vo

Indwrdual Sales of Opemrmg Compames—In 2005, the Company sold two small operatmg compames .
in separate transactlons and shutdown the" operatrons at another small operatmg company The after-tax -y
loss of these companies was '$2. 5 mrlhon in 2004 and $1 2 rmlhon in 2005 and has béen reported in N
discontinued operatrons under “Operatmg loss net of mcome tax beneflt The gam recogmzed on the ,
sale of these units was $0.1 mrllron mcludmg tax expense and was reported in drscontmued operatrons .
under “Estimated gain on disposition, 1nclud1ng income taxes.”

. P | i
t'u.li Y A BT S e [N

In 2004, the Company sold a small operating company. The after-tax income of this company for the
first six months of 2004.was less than $0.1 million and.has been reported in.discontinued operations under
“Operating loss net of income tax benefit.” {The loss recognized on the sale of this unit in the second
. quarter of 2004 was $0.5 million, including tax expense, and was reported in discontinued operations under
“Estimated gain on disposition, including income tax benefit expense.”’ This1oss primarily resulted from
the non-cash write off of goodwill assocrated with this unit. This goodwrl] wrrte—off was not tax deductible.

Assets and lrabrhtres related” to dlscontmued operatlons are as fo]lows (m thousands)

PN - TS “"‘DecemberSl,' * December 31,
A L he e L2005, . e - 2006

Accounts receivable, net.. ... ... e ot $2,457 $216
L Othercurrentassets T P SR Ty SRR TPPUE LR I -.,238 5 .
Costs and cstimated earnings in excess of blllmgs.‘l._..;..; Can 480 .. ‘ — ‘U,’_“ ot
Property, plant and equipment, net ................... ' —
Other noncurrent assets. .. ... e 682 .., _— . .-
TOtAl SSEIS. - .+ v e e vnrennereaneaiensans $3996 T $221
o D ETETLANL I ‘,'p',.r“-,'-", Tt e T WL T
o _Accounts payable ....... TP A I C RN AP NP S ©L8 232 0 o 827, e
Billings in.excess.of costs and’ estlmated earmngs ceat B 1) N R
:Other current liabilities ... >, .. v i oo oo 916 e o 4230, e ay
b oG« Total liabilities. ... ... s it ewrren $1,30900 4 4 $4500 00 e
NS e e T vr L RGUET A 0 h et d M e e s VIR

Revenues and pre- _tax losses related to the operations dlscontrnued in 2004, 2005 and 2006 are ast - '+
follows (m thousands): .

C oy . WG S T ek b e T,
= SR ;"‘ ’ ' 7 2[.." . )7.’ KR IR - YearEnded I)ecemher‘gll RS
My TR e L T VI Y T T L | [ 1 3005 3006 4 -
va - CRevenuesonth oL os oot el oA © $52,533. $37 831 $2,564 .+ .
Pre-taxloss....w .0 ... oo b o ceam o $(3,742) 18(2427) § (363)
PP T TS ot | O T 1) o " b LT [ s P P R
, ey o . TR AR 11 v . ' \ . v Iat
+ STy NECRMTINL Tt P Sy, P oy
. Lo ) o SNNURL T U O A T ARl . Gior
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4. Discontinued Operations {Continued) . ]

* ‘The Company’s consolidated statements of operations and the related earnings per share amounts
have been restated to reflect the effects of the discontinued operations. No interest expense is allocated to
discontinued operalions . : '

Sale of Companies to Emcor—In March 2002, the Company sold 19 operations to Emcor Group, Iné.
(“Emcor”). The total purchase price was $186.25 million, including the assumptlon by Emcor of
approximately $22.1 million of subordinated notes to former owners of certain of the divested compames
Of Emcor’s purchase price, $5 million was deposrted into an escrow account to secure potential obhganons
on‘the Company’s part to indemnify Emcor for future claims and contingencies arlsmg from events and”’
circumstances prior to closing, all as specified in the transaction documents. Of this escrow, $4 million has
been applied in determining the Company’s liability to Emcor in connection with the settlement of certain
claims. The remaining $1 million of escrow is available for book purposes to apply to any future claims and
contingencies in connection with this transact:on, and has not been recognizéd as part of the Emcor.
transaction purchase price. . :

There are ongoing open matters relating to this transaction that the Company continues to address
with Emcor. The Company does not believe these open matters, either Individually or in the aggregate, will
have a materlal effect on the Company s financial position when ultimately resolved. The' Company
maintains reserves for these matters, net of amounts receivable from escrow that it believes will ultlmately
be applied in settling these matters. During | the second quarter of 2004, the Company conctuded that the
related reserves should be reduced by $0.3 mllhon net of tax benefit. Additionally, during the fourth
quarter of 2004, the Company reduced these reserves by $0.2 million, net of tax. Durmg the third quarter
of 2005, the Company reduced tax reserves by $0.1 million in connection with the resolution of state tax
examinations. These amounts are reflécted in discontinued operations in 2004 and 2005 in the caption.
“Estimated gain on drsposmon including income tax benefit (expense)

5. Goodwrll

In most businesses the Company has acquired the value paid to buy the business was greater than the
value of specrflcally identifiable net assets in the business. Under generally accepted accounting principles,
this excess is termed goodwill and is recognlzed as an asset at the time the business is acquired. It is
generally expected that future net earnings from an acquired business will excéed the goodwill asset
recognized at the time the business is bought. Under previous generally accepted accounting principles,
goodwill was required to be amortized, or regularly charged to the Company’s operaung results inits
statement of operations.

. SFAS No. 142, “Goodwill and Other intangible'Assets” requires compariies to assess goodWill asset
amounts for impairment each year, and more frequently if circumstances suggest an impairment may have
occurred. Impalrment must be reflected when the value of a given business unit in excess of its tanglble net

assets falls below the goodwm asset balance carried for that unit on the Company s books. If other business .

units have had increases in the value of their respectlve goodwill balances, such increases may | not be -
recorded under SFAS No 142 Accordmgly, such increases may not be netted against impairments at other
business umts o

a7 - : e o - ) . ‘ Y
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5. Goodwill (Continued) ' AR _—

+ The Company currently performs its annual impairment testing as of October 1 and any impairment
charges resulting from this process are reported in the fourth quarter: The Company segregatediits @ -
operations into reporting units based on the degree of operating and financial independence of each unit
and the Company’s related management of them. These reporting units are tested for 1mpa1rment by
comparing the unit’s fair value to its carrying value. The fair value of each repomng unit was estimated
using a discounted ‘cash flow model combmed with market valuanon approaches. Slgmflcant estimates and
assumptlons are used in assessing the fair value of reporting units. These estimates and assumptlons
involved future cash flows growth rates, discount rates, weighted average cost of capital and estlmates of
market valuations for each of the reportmg umts . .

The Company recorded goodwill impairment charges of $0.6 million, $33.9, mllllon in operating results
during the fourth quarters of 2004 and 2005, respectively. The Company recorded an additional I
impairment charge of $2.7 million in 2004 related to operations that were subsequently discontinued in
2005. This impairment charge is reflected in the operating loss associated with discontinued operations.  *
The impairment charge during 2004 from continuing operations of $0.6 million related to a reporting unit
in northern Mlcb1gan and was a result of concerns about the actmty levels in this market Durlng 2005, the
Company experiénced modest revenue growth and m1proved proﬁtablhty due to'increased mdustry activity
and favorable market condmons However, the revenue, operating profits and cash flows for certain
reportmg umts were lower than expected despite these favorable market conditions. Prlmarlly based upon
this trend, the revenue, eammgs and cash flow projections for certain reporting umts were revised |
downward for the next several years as compared to previous projections. As a result, an 1mpa1rment
charge of $33.9 millién was recognized in 2005 for these reporting units including operations in San D1eg0
Houston, Grand Rapids, central Iowa, Birmingham, Buffalo and Albany. The Company did not havea
goodw:l] impairment charge in 2006.

The changes in the carrying amount of goodwill for the years ended December 31, 2004, 2005 and
2006 are as follows (in thousands):

Goodwnll balance as of December 31, 2(}04 .......................... R 100, 123
. Goodwill related, 10 sale of operation. ,........ P e - (3, 292)_
Impairment adjustrnent ..................... s RO (3387 L.
. . Goodwill balance as of December 31,2005 ......... SO 0§ 62954 . .

Fa

Goodwill related to sale ofoperatlon. R oo ceroL .
Impairment adjustment .. ........ ... i fL =
Goodwﬂl balance as of December 31, 2006 .............. PR e $ 62954

6. RestructurmgCharges e oo A

‘ The Company recorded restructurmg charges of approx1mately $3.2 million pre- tax in 2003 These
charges mcluded approxrmalely $1.5 million for severance costs and retention bonuses prlmarrly assocnated
with the curtallment of the Company s energy efﬁcrency marketmg activities, a reorgamzatlon ofthe.
Company’s national accounts operations as well as a reduction in corporate personnel The restructurmg '
charges for this period also included approximately $1.6 million for remaining lease obligations and
$0.1 million of other costs recorded in connection with the actions described above. The Company
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6. Restructuring Charges (Continued) oot R

increased its accrual for these remaining lease obligations by $0.6 million in 2004, $0.3 million in.2005 and
$0.1 million in 2006 based on revised estimates of when and to what extent it believes it can sublease the -
related facilities. These | 1ncreases to the accrual were included in “Cost of Services” and in “Selling,
General and Admmlstrat_lve Expenses” in the Company’s consolidated statement of operations. Accrued
lease termination costs remaining from past restructuring charges are expected to be completed by 2009.

The following lable shows the remaining liabilities associated with the cash portion of the '
restructuring charges as of December 31, 2004, 2005 and 2006 (in thousands}): ’

[

Balance at v+ Balance at

Lease termination costs and other: Beginning of Peviod Additions Payments End of Period
Year ended December 31, 2004 ... $1,745 $610(a) $(1,074) $1,281

Year ended December 31, 2005 ... $1,281 C$273(a) $ (593) $ 96l

Year ended December 31,2006...  $ 961 $ 88(a) $ (363) $ 686 '

(a) These charges were. 1ncluded ifn “Cost of Services” and in “Selling, General and Admmlstranve
Expenses” in the Company §'consolidated statement of operations. :

T s L]

7. Property and Equlpment

Property and equipment consist of the following {dollars ‘in thousands):

R
Estimated
o e Useful Lives December 31,

w . _ in Years 2005 2008
Transpoitation equ1pment ..................... . 37, % 8118- § 8,638
Machinery and equipment..................... . 310 14,415 15,218
Computer and telephone equipment............ 3-7 - 13,699 - 14,523,
Bmldmgs and leasehold improvements.......... 3-40 7,742 8,588 °
Furniture and fixtures. .. .......... i 3-10 . 4077 - 3,872

STy . 48051 . 50,839
Less—wAccumulated deprec1auon ........... hnee e (35,346) (35,335

. Property and equipment, nef. . ‘ $ 12,705 $.15,504
Deprec1at10n expense for thie years ended December 31, 2004, 2005 and 2006 was 34, 1 mllhon

$4.2 million and $5.0 million, respectively. . S : oy

o ' oo
<. 4 ,
e . e b B -
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8. Detail of Certain Balance Sheet A'ccounts
Activity in the Company’s allowance for doubtful accounts consists of the following (in thousands):
n Decembel':3l,' .
: s 2004 2005 2006
Balance at beginning of year ............0 0. $ 4,547 $ 5171° $3,538
Additions for bad debt expense..:............. PR 2,346 1,202 686 -
Deductions for uncollectible recewables written off, net | .
OF FECOVETIES . . o\ vt v e e e e ie e e e e eeeeneanns (2,422) (2,835) (923) .,
Other receivables reserves prev10usly included in other
accrued liabilities. . ... 700 — —
Balance atendofyear ...........0....... i, $ 5171 $ 3,538 $3,301.
Other current liabilities consist of the following (in thousands): -
December 31,
. o 2005 2006
Accrued WarTanty Costs. . ... ...t $ 3998 § 4,313
Other current liabilities ............. oo, 10,340 10,858
$14,338  $15,171
Contracts in progress are as follows (in thousands): -
December 31,
. 2005 2006
Costs incurred on CONtracts in progress. .......occovev... $ 622,104 .« $ 1,177,317
Estimated earnings, netoflosses . ...................... 138,214 256,177
Less—Billingstodate. ...t (791,085) - - (1,475,763)
L : $ (30,767) -8 (42,269)
Cff)stsf and estimated earnings in excess of billingson - el
“uncompleted CONracts .. ........ovvniininniininnns $ 22512 8 23,680
Billings'in excess of costs and estimated earnings on ' ' : C
uncompleted CONtracts . . ......o.vviienrrrneneenens (53,279 (65,949)
$ (30,767) §  (42,269)
9. Long-Term Debt Obligations : ‘ PR . H
Long-term debt obligations consist of the following (in thousands): .
December 31,
2005 2006
Revolving credit facility . ...t $—  $—
L1 11 7= R P _— _—
Totaldebt. . ..o e e — —
Less—current maturities .. ..o v vennenn i e e e et
Total long-term portionofdebt ............. ...l $— 3=
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9. Long-Term Debt Obligations (Continued) T T TP TR NSRS
T*CredttFac:luy Tt e 0 DR

rn ! ' . L.'l",,'r . r M B

On Ji une 30 2005, the Company entered mto a semor credlt facrlrty (the’ “Fac:hty”) prov1ded by a’ "t
syndrcate of banks The Facrllty consrsts ofa $75. 0 mllllon revolvmg credlt fdcnhty which'is avallable for "
2007, the Company amended the Facrhty, increasing the ‘available borrowmg capacrty to $100.0 million and
amending certain covenants. See Note 16 “Subsequent Events” for additional information. As of
December 31:-2006,'the total of the Facility was $75.0 million, with no outstanding borrowings,
$25.2 million in letters of credit outstanding, and $49.8 million of credit available.

Certain of the Company’s vendors require letters of credit to ensure reimbursement forI amounts they
are dlsbursmg on the Compariy’s behalf, such as to beneficiariés under the Company $ self funded
insurance programs. The Company has also occasionally used letters of credit to guarantee performance
under its contracts and to ensure payment to its subcontractors and vendors under those contracts. The
Company’s Jéndérs issue such letters of credit through the Facility, ‘A letter of credit commits'the lenders
to pay specified amounts to the holder of the letter of credit if the holder demoristrates that the ‘Company
has failed to perform specified actions. If this wefé to oceur, the Company wou!d be requrred to reimburse
the lenders for-amounts they fund to honor the letter of credit holder s claim. AbSent a claim, there is no
payment or reservmg of funds’ by the Company in connection wnh a letter of credit. However, because a
claim on a léttér of credit would requiré immédiaté reimbursement by the Cornpany to'its lenders, letters
of credit are treated as a use of Facility capacity just the same as actual borrowings. The Company has

never had a claim made agamst a letter of credit that resulted in payments by a lender or by the Company
and beliéves such clalm is unllkely in the foreseeable future P

1t i N it : Ve, LJ 3
l{I‘rhe Company s borrowmg and letter of credrt capacrty under the Revolvmg Loan portlon of the.. .

- Facility is $75.0 million less borrowmgs and letters of credit outstandlng, subject to a borrowing: base The ;
borrowmg base is defmed under the Facrllty as 65% of the following: total trade.réceivables including .,
costs and estimated earnlngs in excess of billings, less allowances for doubtful accounts less recewables
related- 16 pr0]ects that are subject to paymént or performarice bonids. The borrowmg base” asof ' ¢
December 3152006 was $85.3 million. This borrowmg base is substantially ; greater than the $75 0 mtlllon <
face;value limit of the Fac111ty as'of’ December 31 2006 A ' . e

'(I)'l;e Faclllty contams fln‘ancral covenants defmmg vanous fmanmal measures and the leyela of these.; ,
1
measures with whlch the Company must comply, as dlscussed below under Covenants and Restrictions.

Covenant compllance is measured as of each quarter-end While the Facﬂlty s financial covenants clo not ”

e . apes . ihas < - . N . '
et T a2 4]"“ ' N P .t v - : 1t .. YU

T T L ORI I Pt LU M
LT T I IR S R I T : N I
T T S P ' L . (AR A AR PR A ;‘“-‘ HPA ST IR . o r..'h.‘.i. p Y S fulig 2
oo Do et Lt e e e L AR SN

DL N | R M I BT Lo . DI R (LR R A RS

57




COMFORT SYSTEMS USA, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
December 31, 2006

9. Long-Term Debt Obligations (Continued) . ‘ o

specifically govern capacity under the Facility, if the Company’s debt level under the Facility at a quarter-
end covenant compliance measurement date were to cause the Company to violate the Facility’s debt-to-
Credit Facility Adjusted EBITDA covenant (described in more detail below), the Company’s borrowing
capacity under the Facility could be restricted by the lenders. Accordingly, available capacity amounts
shown below are presented both on a financial covenant basis and on a Facility face value basis.

As of LR
December3l, ., -,
2006
(in thousands)

Amounts Outstanding:

Revolving loan.............. e s -

Other non-Facilitydebt ............ooooiiiiiiieinenn.. [P - — ’
Totaldebt.................... e S . . e

Letters of credit . ............... O PR $25,166

. Available Capacity:
. Unused Revolving Loan and letter of credit capacnty based on Revolving

' Loan face value of $75 million . .....ovvrrt i it iaiinnaneenns $49,834
Unused Revolving Loan and letter of credit capacity based on quarter- :
end debt-to-Credit Facility Adjusted EBITDA covenant ........ Lo $49,834
Collateral ; ’ : ' ¢

.

The Facility is secured by first liens on substantially all the assets of the Company except for assets
related to projects subject to surety bonds. The Facility is secured by a second lien on these assets, which
are discussed further below. The Company’s assets are primarily held by its subsidiaries. Accordingly, the
Facility is also secured by the capital stock of current and future subsidiaries, and these entities guarantee o
repaymcnt of amounts due under the Facility.

A common practice in the Company’s industry i is the posting of paymcnt and performance bonds w1th
customers. These bonds are offered by financial institutions known as sureties, and provide assurance to
the customer that in the event the Company encounters significant financial or operational difficulties, the
surety will arrange for the completion of the Company’s contractual obligations and for the payment of the
Company’s vendors on the projects subject to the bonds. In cooperation with its lenders, the Company has
granted its surety a first lien on assets such as receivables, costs and estimated earnings in excess of billings,
and equipmeiit specifically identifiable to projects for which bonds are outstanding, as collateral for
potential obligations under bonds. As of December 31, 2006 the amount of these assets was approximately
$88.4 million.

Interest Rates and Fees

At December 31, 2006, the Company had a choice of two interest rate options for borrowings under
the Facility. Under one option termed the Base Rate Option, the interest rate is determined based on the
higher of the Federal Funds Rate plus 0.5% or the prime lending rate offered by Citibank, N.A. (not one
of the banks providing the Facility to the Company). Additional margins are then added to the higher of
these two rates, These additional margins are determined based on the ratio of the Company’s total debt
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9. Long-Term Debt Obligations (Continued)

outstanding as of a given quarter end to its earnings before interest, taxes, depreciation and amortization
(“Credit Facility Adjusted EBITDA”) for the twelve months ending as of that quarter end, as shown
below. Credit Facility Adjusted EBITDA as defined under the Fac:lllty is discussed in more detall below
under “Covenants and Restrictions.” .

Under the other interest rate option termed the Eurodollar Rate Option, borrowings bear interest
based on designated one to six-month Eurodollar rates that correspond very closely to rates described in
various general business media sources as the London Interbank Offered Rate or “LIBOR.” Additional -
margins are then added to LIBOR for borrowings based on the Company’s ratio of debt to Credit Facility .
Adjusted EBITDA, as shown below..

Letter of credit fees under the Facility are also based on the Company’s ratio of debt to Credlt Facility
Adjusted EBITDA, as shown below. } :

The interest rates underlying the Base Rate and Eurodollar Rate Options under the Facility are
floating rates determined by the broad financial markets, meaning they can and do move up and down
from time to time. For illustrative purposes, the following are the respective market rates as of
December 31, 2006 relating to interest options under'the’ Fac111ty .

Base Rate Option—The higher of: ‘ : .
Federal Funds Rate plus 0:50% ........... S e S 5.75%

CmbankNAPruneRate....;‘.................; ....... P 8.25% °
Eurodollar Rate Option: E
One-month LIBOR. .. ... i i e e e e 5.32%

Six-month LIBOR............ e e 537%

Debt to Credit Facility Adjusted EBITDA
Less than 0.75 0.75 to 1.25 1.25 or greater

i

Additional Per Annum Interest Margin Added Under:

Base Rate Option. ..., ... .o.oeeeenein., 100%  1.50% 2.00%
Eurodollar Rate Option ............. EETR e .. 2.00% 2.50% 3.00%

Per Annum Letter of Credit Fees (not added to underlying _
Base Rate or Eurodollar Rate)........ O 150% . 1.875% 2.25%

Commitment fees of 0.25% per annum are payable on the portlon of Revolvmg Loan capacity notin

use for borrowings or letters of credit at any given time.

The Company incurred approxxmately $0.4 million in financing and professional Costs in connection
with the arrangement of the Facility. These costs are amortized as a non-cash charge io interest expense
over the term of the Facility in an amount of approximately $0.1 million per year, and will continue to be
amortized through the term of the Facility as amended. Excluding the amortization of debt financing and
arrangement costs, the Company estimates that the interest rate applicable to borrowings under the
Facility would be approximately 7.32% as of December 31, 2006. © g
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Covenants and Restrictions - T TR T T

+

4
-

The Fac111ty contains financial covenants defining various findncial ineasures and the levels of these i
measures with which the Company must comply. Covenant compliance is assessed as of'each quarter f:ndJL
Credit Facility Adjusted EBITDA is defined under the Facility for financial covenant purposes asnet

carnings.for the four quarters ending as of any given quarterly covenant compliance measurement'date,

plus the corresponding amounts for (a) interest expense; (b) income.taxes; (¢} depreciation and. . e«
amortization; and (d) other non-cash charges.. The following is a reconciliation of. Credit Facility Ad]usted
EBITDA to net income (in thousands):: = ° . TRE DRI I R N Y
NELIICOME « . .. v ettt ee ittt et e s e e e e T . $28,724 el
Income taxes—continuing operations and discontinued operations. ..:..: .00 T 17,646 ..
Interest inCOmE, NEt. . ... vvv vttt ittt e e ciaen s Giooooore 1,970y ke T
Depreciation and amortization eXpense ................... SERRTRTEReS oo : 5,265 -
Credit Facility Adjusted EBITDA .....,.............. el 349665, L.
SRR .. ER IV T
The FaC1htyspr1m:1pal financial covendnts include: P W e Mo, e

Fixed Charge Coverage Ratio—The Facility requires that the ratio of Credlt Facility Adjusted
EBITDA, less non-financed capital expenditures, tax provision, dividends and amounts used to
repurchase stock to the sum of interest expense and scheduled principal payments be at least 1.50.
Capital expenditures, tax provision, dividends and stock repurchase payments are defined under the
Facility for purposes of this covenant to be amounts for the four quarters ending as of any.given
quarterly covenant compliance measurement date. Interest expense is definéd under the Facility as
interest expense for the four quarters ending as of any given quarterly covenant compliance's.
measurement date, excluding corresponding itwelve-month amounts for (a) amortization of deferred
debt arrangement costs; and (b) mark-to-market interest expense. Scheduled principal payments for
this ratio are also measured for the twelve months ending as of any given quarterly covenant, .,
compliance measurement date. The Company’s fixed charge coverage ratio as of December 31 2006
as measured under this covenant was 36.47 as compared to a minimum covenant requirement of 1.50.

Tangible Net Worth—The Facility requires that the Company’s tangible net worth not bé'less than
the sum of (a) $100.5 million; (b) 50% of net income earned beginning April 1, 2005; and (c) the net
proceeds of any equity transactions. For purposes of this ratio, the Facility defmes tanglble nét worth'*
as-stockholders’ equity less the book value of the following intangible assets: goodwill, ‘patents, * "
copyrights, licenses, franchises, trade names, trade secrets, and operating leases. The Facility also:
provides that for purposes of this ratio, net income’(loss) excludes any goodwill impairment charges.
~ The Company’s tangible net worth as of December 31, 2006 as measured under thlS covenant was

$179 4 mllllon as compared toa cov‘enant mlmmum of $136. 0 mllllon '

. . .. . tt‘ ,

.+ Debt to Credit Facility. Ad]usted EBITDA—The Facility requires. that the Company s ratio of debt
to Credit Facility Adjusted EBITDA not exceed 2.5: The Company’s debt-to-Credit Facility Adjusted
EBITDA ratio as.of December 31, 2006 as measured under thls covenant was Zero because the e

Company has no debt. bt . . T T RN
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Capital Expenditures—The Facility limits capital expenditures to $20.0 million per year. The
Company’s capital expenditures during the year ended December 31, 2006 were $8.1 miltion, . - .- iP

Other Restrictions—The Facility limits payment of dividends and repurchase of shares by the’
Company to a combined maximum of $20.0 million per year, and otherwise limits non-Facility debt,
capital lease obligations, acquisitions, investments, and sales of assets. During the fourth quarter of
2005, the Company amended the Facility to permit the sale of substantially all of the assets of two
subsidiaries. That sale is discussed in Note 4 “Discontinued Operations.” The amendment also i
provides additional flexibility for the Company to purchase its common shares. |

Interest Expense and Related Charges in Connection with' Previous Credit Facilities

The credit facility that preceded the Company’s current one was in place from December 2003 to
June 2005. The Company’s next previous credit facility had been in place from October 2002 to

December 2003. Interest expense for 2004, 2005 and 2006 included the following primary clements (in
thousands):

o 12004 2005 2006 -
Interest expense on borrowings, and unused commitment '
Lt $ 704 § 391 8166
Letterof creditfees. . ... it 443 389 351
Amortization of deferred debt arrangement costs and
dISCOUNT. . ..ot ee i e PO 419 295 99
Total......... ST e Lol 81,566 $1.075  $616

. " . PN .
When the Company’s previous credit facilities were reduced in size or terminated, corresponding
amounts of deferred debt arrangement costs were written off. This charge in the amount of $0.9 million is

reported as “Write-off of debt costs” in the Company’s consolidated statement of operations for the year
ended December 31, 2005.

10. Income‘Taxes

The provision for income taxes relating to continuing operanons consists of the followmg (in \
thousands): « A . _ C . '

Year Ended Decémbér 31,

) 2004 2005 2006
~ Current—
! Federal ;.......................... PG, oo $7345 % 9,592 - $16,639
State and Puerto Rico. . ...........coovvvvvnn.... o151 2113 2
‘ 8,856 11,705 18,761
Defened;‘ -
Federal ... ... . o 638 - 948 . (1,236)
State and Puerto RICO ............. e . (905) 2,195 . 349
R , - (267) 3,143, (887)
3 S .-38589 $14,848 §$17874 . .
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The difference in income taxes provided for and the amounts determined by applying the federal ‘
statutory tax rate to income before income taxes results from the following (in.thousands): .~ ..r.

1

o , woo o : : .. ' Year Ended December 31,: -
: © . ¢ L2004 - . 2005 . _ 2006
Income tax expense (beneﬁt) at the statutory rate ..., .$7,794 %.,. (7)‘ $16,307 .,
Increase resulting from— : L .
State income taxes, net of federal tax effect...\. caler g 652 2481 1,412
Increase (decrease) in,valuation allowance ..... DT (621}, . 131 ., 335
Increase (decrease) in contingency reserves.... ... 12 (14) (419)
Non-deductible goodwill impairment ... ... weies o 224 01,857 - 0 L —
.. Non-deductible expenses. ... PR PR . 474 619 289
" Production activity deductlon . LA (182) ' (320)
Other....0..........0. P 54 1) 250 .’

'$8,589  $14,848 $17874 ’

Ve im oy

Significant components of the net deferred tax assets and net deferred tax liabilities as reflected on the
balance sheet are as follows S o I T e

December 31,

2005, 2006
, (In thousands)
. i

] L [ CRR i

Deferred income tax assets—

Accounts receivable and allowance for doubtful accounts. A A ¥ | $1 258
GoodWill .. 5 4,557 3 217
Accrued liabilities and expenses.............. e 8,934 11 27? .
'State net operatmg loss carryforwards. S AN 2,539 - 2611"7
“ T Other. L e 450 962 v U
" Total deferred income tax assets . ................ .. 17851 19325 00 -
Deferred income tax liabilities— o et
Property and equipment.............coovivniiiaiiiianin., (779) . (595)
Long-term contracts .. ...t iiiiniiiiarrnnnaninn, (759) *(689)
Other... . . v e, R e, © - (430t 0 (255)
Total deferred income tax liabilities ................... (1,581) {1,539): - L.
Less—Valuation allowance .. ..........coovviriieoiaann, (2,027 (2,616)
-Net deferred InCome taX 858615, .. e o evr e e ereerarans $14243 $15,170
e
The deferred income tax assets and liabilities reflected above are 1ncluded in the consolldated balance
sheets as follows (in thousands) ' . o eyt
- v December 31,
2005 - 2006 .
Deferred income tax assets— . . '
' Prepaid expenses and other.......... e e 808, 650 $10 456
Other non-current assets . ...t rinenaenn 5,593 4,714
Total deferred income tax assets .....oovvevirevnnennnn. $14,243  $15,170
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As of December 31, 2006 the Company had future tax benefits of $2.6 million related to $62 million of
available state net operating loss carryforwards for income tax purposes which expire in 2007 through-2026.
Valuauon allowances of $2.2 million and $0.4 mlllIOIl respectively, have been recorded agamst net
operatmg loss carryforwards and related net state deferred tax assets. The Company fecorded an increase
in valuation allowances of $0.4 million for the year ending December 31, 2006, A deferred tax assét for
state net operatlng loss carryforwards net of related valuation allowance of $0.4 million reflects the
Company’s conc]usmn that is likely that this asset ‘will be realtzed based upori expected future eammgs in
certdin subsxdtanes The Company updates this assessment of the realizability of deferred tax assets

relatmg to state net operatmg loss carryforwards quarterly N

- Federal, state and local authorities routinely audit income tax returns ﬁled by the Company During ™’
2005, the Company concluded an Internal Revenue Service (IRS) examination of its 2003 federal income
tax return. No change was made to the Company’s tax return. It is the Company’s policy to establish
reserves for taxes that may become payable in future years as a result of tax examinations. The Company
establishes reserves for taxes based on management’s assessment of the probability that examinations will
result in additional income tax payments. Tax reserves are analyzed quarterly and adjustments are
recorded, as events occur to warrant adjustment to reserves. The Company has recorded $0.5 million in
income tax reserves as of December 31, 2006. For the years ended December 31, 2005 and 2006 the
Company has recorded decreases of $0.2 million and $0.4 million to tax reserves respectively. '

During 2004, the American Jobs Creation Act of 2004 was signed into law. The primary effect of this
legislation was to permit the Company to claim a deduction for 3% of earnings related to certain of the
Company’s construction-related activities beginning in 2005. This deduction modestly decreased the
effective rate. T

Y N

11. EmployeeBenet'tPlans o - T B PRI

The Company and certam of the Company's sub51d1ar1es sponsor varnous retlrement plans for most
full-time and.some part -time employees. These plans consist of defined contribution plans and multi- ,
employer pension plans and cover employees at substantially all of the Company’s operating locanons The
defined.contribution plans generally provide for contributions up to 2.5% of covered cmployees salaries or
wages. These contrlbutlons totaled" $2.6 million for 2004, $3.1 million for 2005 and $3.3 million for 2006
Of these amounts, appr0x1mately $0.3 million and $0.3 million were payable to the plans at December 31
2005 and 2006, respectwely

Certain of the Company 5 subsndlanes also pamcnpate or have parttcrpatecl m vanous multl-employer
pension plans for the benefit of_employees who are union members. As of Decer_nbe_r 31, 2005 and 2006,
the-Company had-83 and 6 employees, respectively, who were union members. During 2006, two of the
Company’s operations withdrew from multi-employer pension plans; accordingly, the Company is subject ,
to unfunded pension plan liability related to these two withdrawals, and has accrued $1.2 millionin -, . .
anticipation of these liabilities: The data available from administrators of other. multi-employer pension
plans is not sufficient to determine the accumulated benefit obligations, nor the net assets attributable to
the muiti-employer plans in which Company employees participate or previously participated. Company
contributions to these plans were approximately $0.1 million for 2004, $0.1 million for 2{)05 and zero for
2006.
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‘Leases ; . - ‘.

The Company leases certain facilities and eqmpment under noncancelable operatmg leases Rent
expense for the years ended December 31, 2004, 2005 and 2006 was $14.1 million, $14.9 million, and +
$14.7 million, respectively. The Company recognizes escalating rental payments that are quantifiable at the
inception of the lease on a straight-line basis over the lease term. Concurrent with the acquisitions of|
certain acquired companies, the Company entered into various agreements with previous owners to lease
land and buildings uséd in the Company’s operations. The terms of these leases generally range from three
to ten years and certain leases provide for escalations in the rental expenses each year, the majority of N
which are based on inflation. Included in the 2004, 2005 and 2006 rent expense above are approximately -
$2.8 million, $2.5 million and $2.4 million of rent paid to these related parties, respectively. The following
represents future minimum rental payments under noncancelable operating leases (in thousands): * -

.

Year ending December 31—— v . . -

2007 ......... R e P e $9797 -
2008 ... e R A e 8,077 !
20000 e e e e e i e 7,841
2000 . LA SR 3,219
24} 5 [ AU P 2,200 .
Thereafter. .. ..o it i i e e e 6,442
. : $37,576
Claims and Lawsuits

The Company is subject to certain claims and lawsuits arising in the normal course of business. The
Company maintains various insurance coverages to minimize financial risk associated with these claims.
The Company has estimated and pr0v1decl accruals for probable losses and related legal fees associated
with certain of its litigation in the accompanying consolidated financial statements. While the Company
cannot predlct the outcome of these proceedings, in management’s opinion and based on reporis of
counsel, any liability arising from these matters individually and in the aggregate will not have a ‘material
effect on the Company’s operatmg results or fmancral condltlon after glvmg effect to' prov1510ns already

recorded. .

In addition to the matters described above, the Company is defending a dispute arising out of an
alleged delay related to a multi-family construction project: Plaintiffs allege actual damages of
approximately $7 million plus attorneys feés, punitive damages and pre-judgment interest. The trial
relating to this matter is currently scheduled for the second quarter of 2007. The Company anticipates that
contribution from a co-defendant and insurance proceeds will, in part, offset any adverse judgment.
Management believes the accruals relatmg to the matter approprlately reflect a probable outcome;”
however, if the Company is not successful in-this.dispute, it could have a material adverse efféct'on'the’
Company’s operating results. - oo . . N T L

. 1 ' '
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Surety oo, 4 UREL ap o e gL e T T O N L AR

- Many custoiers; pafticularly in‘connection with iéw construction, require the Company to post
performance and payment bonds issued by a financial institution known as a surety If the Company fails to
perform under the terms of a contract or to pay subcontractors and vendors who provided goods or . |
services under a, contract the customer may, demand that the surety;n make payments or provide services:
under the bond. The Company must reimburse the surety for any expenses or,outlays it incurs. To date, the
Company is not aware of any losses to its sureties in connectton with bonds the sureties have posted on the
Company s behalf*and does not expect such losses t0'be incurred in the foreseeable future :

B A AN AT IR PR TR IR Tpve A4 T N PR LN TR A FC PR LI

Surety market conditions are currently challengmg as a result of srgnrﬂcant losses mcurred by many, " ,
sureties in recent pertods both in the construction industry as well as in.certain larger corporate ., .7y
bankruptcies. As a result, less bonding capacity is available in the market and terms have become more
restrictive. Further, under standard terms in the surety market, sureties issue bonds on a project-by-project
basis, and can decline to issue bonds at any time. Historically, approximately 25% of the Company s
business has required bonds. While the Company has enjoyed a longstandmg relationship with 1ts primary
well as changes in, the suretles assessment of the Company s operanng and fmanclal risk could cause, the "
sureties to decline to issue bonds for the Company’swork. If that were to occur, the alternatives include-,-
doing more business that does not.require bonds, posting other forms of collateral for project performance,
such as letters of.credit-or cash, and seeking bonding capacity from other;sureties. The Company would » .
likely,also encounter concerns from customers, suppliers and other market participants as to its. ** .5, ~ - 4
credltworthmess -While the Company believes its general operating-and financial characteristics, mcludmg,
a significant amount,of cash on its balance sheet,,would enable'it to ultlmately respond effectively to.an
interruption in the avarlabtlltyl of _bonding capacity, such an interruption would likely.cause the Company s,
revenues and profits to declme in the near term .

A L - RPN ST s dooTe LM R R (W
o T - * oot L I A [T L A A e L

Se{f Insurance s : oo e ! .
T 1 H LRI e O o T ! P IR N R A £

fur .The Company is substantially s self—msured for,worker’ ] compensatton employer § lrabtllty,iauto Loy

4 md by

llablllty, general liability.and employee group health claims, in view of the relatively high per-incident ,,

deductibles the Company,absorbs under its insurance arrangements for these risks. Losses up to deductrble
amounts,are. estlrnated and accrued based upon | known facts, historical- trends and industry averages. Loss '
estimates associated with the- larger and longer- developmg risks, such as worker,s compensation, auto. . .

liability and general ltabtl]ty, are revrewed by a thrrd-party actuary quarterly - . ,
arh L i e YT A B N LA 1] PO A IR

The Company s self—msmance arrangements currently are as follows PRI vea ok e T

Worker’s Campensauon—The per-mc1dent deductrble for worker's compensat1on is $500,000. Losses t
above'that amioiint Hre determined byﬂstatutory niles on’ a state—by—state basis, and are fully covered By " - ks
excess worker s compensition msurance b i’ Lo e Lo e

e -_“ e ,’V'r’l.‘ M U._, N LR BT I L e

Genera[ and Empioyers Lzabthty—For general lrablllty,and employer 5 habtltty, the.Company self-. . ;
insures the first $500,000 of each loss, is fully insured for ihe next $500,000 of each loss then.has a single, .
aggregate excess loss insurance policy that covers losses up to $50 million across both these risk areas (as
well as auto liability noted below).
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Auto Liability—For auto liability, the Company self-insures the first $500,000 of each loss, is fully
insured for the next $1.5 million of each loss, then has a single, aggregate excess loss insurance policy that
covers losses up to $50 million. :

Employee Medical—The Company s deductible for employee group health claims is $300 000 per
person, per policy (calendar) year. Insurance then covers any Company resporrsrblhty for medical clalms in
excess of the deductible amount.

It is important to note that the Company 5 $50 mllllon of aggregate excess loss coverage above
applicable per-incident deductibles represents one policy limit that applies to all Tines of risk. In other
words, the Company does not have a separate $50 million of excess loss coverage for each of general
llablllty, employer s llablhty and auto hablllty - ;

13. - Stockholders’ Equity
.Long-Term IncentwePlans ) o ' o .' -

N ot ' T, ’

In March 1997, the Company’s stockholders approved the’ Company 51997 Long-Term Incentive Plan |
(the “1997 Plan”) which provides for the granting of incentive or non-qualified stock options, stock
appreciation rights, restricted or deferred stock, dividend equivalents or other incentive awards to
directors, employees and consultants to the Company. Aggregate options granted under the 1997 Plan may
not exceed 13% of the total number of shares of Commion Stock outstanding at the time of any grant under
the plan. The options the Company has granted under the: 1997 Plan have exercise prices that were equal
tothe-fair market value of the Common Stock on the date of grant, and which become exercisable-in five
equal annual installments beginning on the first anniversary of the date of grant. "The options expire after

seven years from the date of grant if unexercised. The 1997 Plan will expire in March 2007. :

In May 2000, the Company’s stockholders approved the Company s 2000 Incentive Plan (the “2000
Plan”) which provides for the granting of incentive or non-qualified stock options, restricted stock or
performance awards to directors, employees and other persons or entities as approved by the Board of
Directors. The options the Company has granted under the 2000 Plan have exercise prices that were equal
to the fair market value of the Common Stock on the date of grant, and which become exercisable in four
equal annual installments beginning on the first anniversary of the date of grant. The optlons expire after
ten years from the date of grant if unexercised. Under the 2000 Plan, 3.5 million shares were authorized for
issuance, of which none remain available for issuance as of December 31, 2006. ~

In May 2006, the Company’s stockhotders approved the Company’s 2006 Equity Incentive Plan (the
“2006 Plan”) which provides for the granting of incentive or non-qualified stock options, stock
appreciation rights, restricted or deferred stock, dividend equivalents or other incentive awards to
directors, employees and consultants to the Company. The number of shares authorized and reserved for
issuance under the 2006 Plan is 3,200,000 shares. The number of shares available under this plan varies _
with the total number of shares of Common Stock outstanding. As of December 31, 2006, there were
3,185,000 shares available for issuance under this plan The 2006 Plan will explre i May 2016. The
Company will make all future grants under the 2006 Plan.
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13. Stockholders’ Equity (Continued) Lo g
Non-Employee Directors’ Stock Plan

1In March 1997, the Company’s stockholders approved the 1997 Non-Employee Directors’ Stock Plan
(the “Directors’ Plan”), which provides for the granting of stock options or stock appreciation rights to-. .
non-employees. The number of shares'authorized and reserved for issuance under the Directors’ Plan is
500,000 shares. Under the Directors’ Plan, each non-employee director is granted options to purchase
10,000 shares at the time of the director’s initial election. In addition, each non-employee director is
automatically granted options to purchase an additional 10,000 shares at each annual meeting of the
stockholders that is more than two months after the date of the director’s initial election. All options ‘are
granted with an exercise price equal to the fair market value at the date of grant and are immediately
vested upon grant. The 1997 Plan will explre in March 2007. '

2006 Stock Options/SAR Plan for Non-Employee Directors

In May 2006 the Company’s stockholders approved the Company 5 2006 Stock Opnons/SAR Plan for
Non- Employee Directars (the “2006 Directors Plan”), which provides for the granting of stock optlons or
stock appreciation rlghts to non-employees. The number of shares authorized and reserved for issuance
under the 2006 Directors Plan is 500,000 shares Outstandmg optlons may be canceled and reissued under
terms specified in the plan. The number of shares available under this plan varies with the total number of
shares of Common Stock outstanding. As of December 31, 2006, there were 500,000 shares avarlable for
issuance under this plan. The 2006 Dlrectors Plan will expire in May 2016.

Under the 2006 Directors Plan, each participant who has served since at least the previous annual
meeting and is continuing in office and each newly elected non-employee director will be awarded an
award covering 10,000 shares (which will be the maximum number of shares of Common Stock subject to .
awards that may be granted to any participant in the aggregate in any calendar year). All options will be
granted with an exercise price equal to the fair market value at the date of grant and become exercisable
on the first anniversary of the date of grant. The options expire after ten years from the date of grant if
unexercised. The Company will make all future grants under the 2006 Directors Plan.

The Company has never altered the prii:e of any optipri aji@er its grant.

Warrant “ o . I

In connection with a previous credit facility, the Company granted a lender a warrant to purchase
409,051 shares of Company common stock (“Common Stock™) for nominal consideration. When the
warrant was originally issued, the warrant holder had the right to “put,” or require the Company to
repurchase some or all of the shares related to the warrant in certain circumstances. The warrant was
exercised in October 2004 in a cashless transaction, whereby the Company issued 408,144 shares upon
exercise of the warrant. As a result of the exercise, all rights under the warrant have terminated and the
remaining value of the warrant was eliminated as an obligation and added to stockholders’ equity in
October 2004. Because the warrant and put did not relate to the Company’s current credit facility, mark-
to-market adjustments during the year ended December 31, 2004, which were losses of $0.4 million, are
reflected as other income (expense) in the Company’s statement of operations. There are no further mark-
to-market adjustments to income associated since the warrant and put are no longer outstanding.

67




COMFORT SYSTEMS USAYINC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
‘December-31,:2006

13. Stockholders’ Equity (Continued) R T T
Restricted Common Stock I N A S (T ST L P

.+In'March 1997, Notre Capital Ventures 11, L.L.C. (¥Notre”) exchanged 2,742,912 shiares of Comron
Stock foran equal number of shares of.restricted voting common stock: (“Restricted Voting Common ™ .13
Stock™)! In-November.2006, the Board voted to convert.all existing Restricted Voting Common Stock into
Common Stock : As a result of.this action, all outstanding shares of- Restricted Voting Conimon Stock ' 7
1mmedtately converted into shares.of Common Stock of the Company on a share for share basis.- .-« -

Gy emir,omoar o To L YL gt P S AT TR T W SRR (PR A £

Eamings'PerSham~ O : f.'.'*' BT LA T AU P TR

Basic eammgs per share (“EPS”) is computed by dwtdmg net mcome by, the welghtegl average number
of shares of common stock outstanding during the year Diluted EPS is computed con51dermg the dillitive’
effect of stock options, warrants and contmgently 1ssuable restrlcted _stock _—

T AN R

LA

. Under EPS calculatlon methods established by generally accepted acc0unt1ng prmcrples mcludmg the
effect of optlons whose exercrse prrce exceeds the average market pncedof the Common Stock for a gwen .
pertod would increase calculated EPS Thls 1mpact is called antl d11ut1ve Generally acctepted accouptmg
pnncrples for deterrmmng EPS requlre that any opttons or other common stqck equrva)le}nts whose . "'
mclusron ln determmmg EPS would have an antl dtlutwe effect be excluded Accordmgly, options to .
purchase 1. 3 m1lhon shares of Common Stock at prlces ranglng from $7 00 to $21. 438 per share whlch w‘ere
outstandmg f&r the year ‘ended December 31, 2004 and opuons to purchase 0.1 mllllon shares at prtces o
ranging from $12.75 to $21.125 per sharé which weré outstandlng fot'the year énded December 31, 2006,

were not mcluded in the computauon of diluted EPS because they were anti- dlluttve P T
ceoe WFeoos -
Includmg optlons in an EPS calculattop for a perlod in wh|ch a loss 1s reported is also ant1 dllutwe o

Accordmgly, because the Company reported a loss from conttnumgéoperatlons for the year ended ',t .
Decernber 31, 2005 optlons to purchase 0.9 rlmlhon shares of common, stock at pnces rangmg from '$1. 90 to
$21.438; per share were excluded from the computatlon of dlluted EPS because they were antl-dllutlve i

Ak

G

As noted above the Company 1ssued a warrant to purchase-409, 051 shares of Common Stock along
with related put rights which were exercised in October 2004. As the 1mpact of the warrant was ‘antl-
dilutive for the year ended Deceinber 31, 2004 'the @ffect of the wafrant was excluded from’ earnmgs per
share. As a result of the warrant’s exercise in October 2004, its related shares have now become, part, of the

Company’s outstanding Common Stock
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" 13. Stockhelders’ Equity (Continued) e

The following table reconciles the number of shares outstanding with the:number of shares used in
computing basic and diluted ¢arnings per share for each of the periods presented (in thousands):

.otia

Ve . Yea.r Eli(.led December —31,
v e 7004 2005 2006
Common shares outstanding, end of period (a)......... 38,909 39,737 40,462 -

C e, ' . ! P

Effect of using welghted average common shares

outstandmg ...................................... (500) (439 (215)
Shares used in computing earmngs per share—basic .... . 38409 39,298 40,247

Effect of shares issuable under stock option plans based.

1,056

Pt

on the treasury stock method ...................... — 81-8
Effect of contingently issuable restricted shares ........ 40 — . 81
Shares used in computing earnings per share—diluted ... 39,505 39 298 41,146

(a) Excludes 325,000, 242,917 and 247,709 .shares of unvested contingently issﬁable re%tricted stock
outstanding as of December 31, 2004, 2005 and 2006 respecnvely (see Note 14 “Stack- Based
Compensation.”) 4

' . - - ’ - [P *

. 14, Stock-Based Compensalion

"~ The Company has various stock-based compensation plans which are administered by the
comperisation committée of the board of directors. Priof to Jaruary 1, 2006, the Company accounted for
those plans under the recognition and measurement prov1snons of Accounting Principles Board (“APB”)
Opinioh No. 25, “Accounting for Stock-Based Compensation.” No stock-based employee compensation
cost was recognized in the Consolidated Statements of Operations for the years ended December 31, 2004
and December 31, 2005, except with respect to the amortization of the intrinsic value of restricted stock
grants totaling $0.4 million and $0.5 million, respectively. Options granted under the Company’s equity
compensation plans had an exercise price equal to the market value of the underlying common stock on
the date of grant and all terms were fixed; accordingly, no expense was rccognized under APB Opinion
No. 25. Effective January 1, 2006, the Company adopted the fair value recognition provisions of Statement
123R, using the modified-prospective-transition method. Results for prior periods have not been restated.

: The impact of the adoption of FAS 123R resulted in compensation expense of $1.8 million
(51. 1 million after-tax or $0.03 per basic share and $0.03 per diluted share) for the year ended
December 31, 2006. . . .

[
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14, Stock-Based Compensation (Continued) o AT e s e L)

The following table sets forth pro forma.information as if compensation expense for the years ended
December 31, 2004.and December 31,2005 had been determined consistent with the requirementsiof 1 i .
Statement No. 123. For purposes of this pro forma disclosure, the value of the stock options was estimated
" using a Black-Scholes option-pricing formula and amortized to expense over the options’ vesting periods
(in thousands, except per.share amounts):

[ ! R R L LA PR
, o . At feﬁrlﬁndea lr)ecl:er‘nb'e}f.‘il,
Co S0 T o Ce e 2004 T 12008%
Net.income (loss) as reported . ....... .o roia . omit o 08 107131 §(6,226)
Add: Stock-based compensation included in reported net N T
INCOmME, NEt OF taX e i i i it Nt 242 0 L 337
Less: Compensation expense per.Statement 123} net of tax.": “(1,431) ¥ T (1,028)
Pro forma net income (foss) ... .. PR A NI SRR E $ 9524 § (6,917)
Net income (loss) per share—Basic - S
‘Net income:(loss) per share as reported ... . ... e Yoo %80 028078 (016) 1 Y-y
- Pro forma'net income (loss) pershare............ el 80025 %.(018) ¢ e
Net income (loss) per share—Diluted O oL Y
Net income (loss) per share asreported ............... $ 027 §$ (0.16)
Pro forma net income (loss) pershare ................ ‘$ 02438 (0.18)-

Prior to adoptmg Statement 123R the Cgmpany presented the beneflts of tax deductlons in excess of | )
recogmzed compensatlon costs (excess tax benefits) as operating cash ﬂows in the consolldated statements
of cash ﬂows Statcment 123R requires | ‘these excess tax beneflts to be reported as ﬁnancmg cash flows i

. i 2 B St s e AL T R J’Ira
StockOpt:ons— PR T P P B SR U SRR Yo
The following table summarizes activity under.the’ Cornpanys stock option plans:« © ¢ L. b
[T PR TN I .,'. PR S T i "."ll v e oad o .L W r n"'""”"!rt'_‘a"
ST v, 2004y vy 2005 <. 2006 ‘,; ! S A .,.',J vy
) Welghted We]ghted _— . Welghted ¥
ot I STl T Avernge ! s tle It Average” e - Average!!”-
Stock Options . Shares - | Exercise Price °~_ Shares - . Exercise Pnce _ . Shares Exercise Price
Qutstanding at ' . ) o _ - ) .
beginning ofyedr T 56258147 '$:.743 3,508,051 - $5.49" 71 '2,667,863 “1"§-4:18
Granted ....% .. ... © 144,000 ©'$ 676 1 467,500 '$6.60- 7 Y- 65000 7 $12.87
Exercised............ (440,508) $ 287 (765,913) $3.34 (653,996) 'og 3
Forfeited ............ (658,986) $ 985 {175,750) $7.79 (93,625) $ 635
Expired.............. (1,162,269) $13.55 (366,025) $9.90 (51,500) $12.73
Outstanding at end of
YEAr. ...viniinann. 3,508,051 $ 549 2,667,863 $4.18 1,933,742 $ 430
Options exercisable at
endofyear......... 2,661,601 1,795,113 1,448,992

The total intrinsic value of options exercised during the years ended December 31, 2004, 2005 and -
2006 was $1.8 million, $3.5 million and $6.0 million, respectively. Stock options outstanding as of
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14. Stock-Based Compensation (Continued) Voo T ar UE b, oot L

Décember 3172006 have a weighted-average remaining contractual termof 5.6 years and an aggregate
intrinsic value of $16.2 million. Stock options exercisable as of Deceimber 31, 2006 have a weighted-
average remaining contractual term of 5.0 years and an aggregate intrinsic value of $12.6 million. As of
December 31,2006, the Company has 1,835,541 shares that are vested or expected to vest; these shares
have a welghted average excrcise price of $4.28 per share, have a weighted-average remaining contractual
term of 5.5 years and an aggregate intrinsic value of $15.3 mllllon t oAt

The followmg table summanzes 1nformat10n about stock optlons outstandmg at December 31 2006:

Ty SpUE Opuons Outstandmg . Opuons Exermsable
N LR Weighted- _ . i
N J"‘ - Average .- . - S e . ATV
) Number . Remaining Weighted- Number Weighted-
Range of . Outstanding Contractual Average Exercisable Average
. Exercise Prices : {,, 1ati2/31/06. .- . .. Life ..t + Exercise Price = at 12/31/06 1 Exercise Price
$1.90-2.875 819,117 5.13 years $ 233 662,992 3 243
$3.39-7.94 1,029,625 5.89 years $ 5.10 716,000 . $ 452
$11.75-13.00 75,000 8.25 years $12.88 60,000 - ., $12.92
$16.31-21.125 ) 10,000 1.89 years N $ 18._72 . 10,000 $ 18 2
$1.90-21.125 ¢ 1,933,742 " “S5.64Vedrs © T'$°4300 ' 1448992 ¢ “'$ 401

The fair value of each optlon dward is estimated, based on several assumptlons on the date of grant
using the Black-Scholes option valuation model. Upon adoption of SFAS No. 123R, the Company
modified its methods used to determine'these assumptions based on the Securities and Exchange’

Commission’s Staff Accounting Bulletin:No. 107. The fair values and the assumptions used for,the 2004-
2006 grants are shown in the table below:

‘ e e Lo . [V

'_1.‘ ~'l AT L e - sy
2004 2005 2006
Welghted average fair value _ .
b per sharé of options grantcd ‘ $4.3‘3‘ = e '$4.22 S $5.53
. Falrvalue assumptlons Ce bt T A A
Hao "+ Expected dmdendyleld s 000% ’;' 000% ! 109,0-110% B
- ’Expectedstockpnce e , e Coe e
St elatilify s e 61.24% i g BB A T
Risk-free interestrate ..  3.96%-4.38%  3.91%-4.31% - 481'%"-'4.94%' oo
Expected term......... 7 years 7 years 5.0-6.3 years

Stock options are accounted for as equity instruments, and compensation cost is recognized using
straight-line vesting over the four-year vesting period. As of December 31, 2006, the unrecognized
compensation cost related to stock options was $1.1 million, which is expected to be recognized over a

weighted-average period of 1.0 years. The total fair values of shares vested during the year ended
December 31, 2006 was $1.1 million.
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14. Stock-Based Compensation (Continued) - L e

The following table summarizes information about nonvested stock option awards as of December .31,
2006 and changes for the year ended December 31, 2006: .

Weighted Average

‘ ' | Grant Date
. Stock Options: . ’ Shares ° _° Fair Value
Nonvested at December 31, 2005 e e - 872,750 $2.99 .
Granted..............coovennls e 65,000 $5.53
Vested...0..... R RO (363,625) ©  $292°°
Forfeited . ......ooi it e . (89,375) $3.97

Nonvested at December 31, 2006 ............ e 484,750 $3.20

The Company generally issues new shares for stock options and restricted stock, unless treasury shares
are available. :

Restricted Stock—

The following table summarizes activity under the 'Company's restricted stock plans:

Restricted Stock 2004 2005 2006

Unvested at beginning of year. ... ... el e, 225000 325,000 - 242,917 oo

Granted. . .. .. e e s 1 225,000 82,500 45,833

Vested .......... AT G ee oo, (68,7500 (102,083) (118,333) T~
" Forfeited...........oent. S RS ST + (56,250)  (62,500) (14,375)

Expired .. ... ..o i — C— —

Unvested atendofyear.................. Ceevees 325,000 242917 156,042

Approximatcly $0.6 million of compensation expense related to restricted stock will be recognized
over a weighted-average period of 1.5 years. The total fair value of shares vested  during year ended
December 31, 2006 was $0.6 million. The weighted-average fair value of restricted stock shares awarded
during 2004, 2005 and 2006 was $6.10, $5.58 and $11.07, respectively. The aggregate intrinsic value of
restricted stock vested during the years ended December 31, 2004, 2005 and 2006 was $0.2 million, $0.5
million and $1.5 million, respectively. '
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Quarterly financial mformauon for the years ended December 31, 2005 and 2006 is summarized as

follows (in thousands, exccpt per ‘share data) '
el e WG TLr e L L R S
IR i.'I— oo 2005 Loeer
oL T ) 01 Q2 B3 g4
1 o .'5"“, K . LR N , e

Reveriués.. 0 T T TR $T04100 5229547 $235,052° $233,650

Grb'ssprofit.‘....'..': ..... AR e e lols $028117 $38251 539148 $42626
Operating income(loss}(@) . .............. e $ 2412 § 9,711 ..$+10,890 -::$ (21,948)
Income (loss) from contmumg opcratlons(a) .............. $ 1,280 .%. 4,883 ,8. 6,096 r$(27,128)

Dlscontmued operatlons— - : ;—.r - ‘ e RGN S e e g 'rrv» i .
Operatmg résults, net of tax. .". ... ol C(751) $ C(342) 5. U 73 7§ (289)
Estimated gain (loss) on disposition, mcludmg tax .. .. $ — §  137-.%3 -i-(38)7$1/9;853°

Net income (loss) A AP $ 529 3§ 4678 $ 6,131 3$(17,564)

3 T i) 3 ey | SUSERIE FEAY ¥ A B 4 74 (vt M
INCOME (LOSS) PER SHARE: ‘1 4 o oo ominnimrmy et e 0

" Income (loss) from contlnumg Operatlons. P N (X1 T 0.1_2]' S I’0"16 : $ ff'(0.68)
Dlscontmued operations— - -, ' AR

. Income. (loss) from'operation$ "t .. T s o (002) = 0 TR 00h)
Estimated gain on dlsposmon .................. — — — ., 025

3 yNetincome (loss). .. .. ... Gt 001,28 5,012, 8. 016 .8, ,(0.44)
Diluted— el T L Taenat

~ Income (loss) from continuing operatlons.....I.'.'Z.' " $ T0.03  § 3 01112‘ $ ‘ ]5’ 35'J (0.68)
Dlscontmued operatlons— - T A e

ncéme (loss) from opératicas. L. :’ 002y e "—fﬁ“" "(0.01)
141y Estimated.gain on disposition . ... s, .ol — — o e 025

Net inCOme (I0SS). - -« -+ veeeereannsnnsenns. Z.lj..' $ 001 'S 012 § 015 3 04)
Cash flow from operatiohs =37 F B 7 $ LG, 541) $ 11929 "$ 8103 3 22955

LT R T

. & . ' A - . e B P
sl hat I A ‘:Jg‘ TR T I st e ConEal iban y
fheinas Ty tLTUR vt g e e e LRI EERICRNR S Ty AP B GIN RE v

P 0 - . M . -y T -y P : - e e . . .
T [ 07 L ST F RS BT T S D 1 40 RV it ; FOLOACIER P i I TR DA OO PR 1 L™ A0 TS P LA

AR B L P mEdp b n s Tl rr T e e e e, e
’ TS YA T I SN TSR TOTIN U SR ST 1) SN G T IR
sd o + . e X
N VRN T R A S r‘;iu"*-- I /L 1f (T SO L RPN A S S
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15. Quarterly Results of Operations (Unaudited) (Continued)

P 2006

v QL Q2 Q3 Q4

REVENUES . . oottt e e aaeiaans $236,385 $264,390 '$287,676 $268,074

Gross profit......... S $ 36,768 § 42464 $ 46,209 $ 45,576

Operating iNCOME. ... .. ..ottt iiirieieenns $ 7,045 § 12,099 §$ 14,155 $ 11,223

Income from continuing operations . .................. $ 4534 % 7,717 $ 8967 § 7499

Discontinued operations— ! ‘ . - .
Operating results, net of tax. . ..........cooeeienn... $ (20 $ (5% - (5% 14
Estimated gain on disposition, including tax.......... 3 — $ 29 8 — 3§ 1

Netincome ............. e $ 4327 § 7921 $ 8962 § 7514

INCOME PER SHARE: -

. Basic— ' . .
Income from continuing operations .. ............... $ 011 § 019 §$ 022 § 019
Discontinued operations— "

Income fromoperations......................... — — — —

Estimated gain on disposition .................... = 0.01 — L —

NECINCOME - - oottt e eerieeanann $ 011 § 020 $ 022 '$ 019
Diluted— . ot

- Income from contmumg operations. ... ........... $ o011 $ 019 $ 022 § 018

Discontinued operations—

Income from operations................ P . . — — —

Estimated gain on disposition . ................. ) — — - —

S Netineome . .....vviveiiiie i $ 011 $ 019 § 022 $ 0.18

Cash flow from operations B S $(20,508) $ 8;586 $ 5,556 $ 24,100

The Company s quarterly results of operations and the related earnmgs per share amounts have been

restated to reflect the effects of discontinued operations.

(a) Fourth quarter 2005 includes a goodwill impairment charge of $33.9 million.

The sums of the individual quarterly earnings per share amounts do not necessarily agree with year-to-
date earnings per share as each quarter’s computation is based on the weighted average number of shares
outstanding during the quarter, the weighted average stock price during the quarter and the dilutive effects

of options and contingently issuable restricted stock in each quarter.

16. Subsequent Events

On February 20, 2007, the Company amended its senior credit facility (the “Amended Facility”)
provided by a syndicate of banks. The Amended Facility consists of a $100.0 million revolving credit facility
which is available for borrowings and letters of credit. The Amended Facility expires in February 2012.

Under the Amended Facility, only two financial covenants remain.
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16. Subsequent Events (Contmued) G ’ S

Leverage Rat:o—The Amended Fac1hty requrres that the ratio of the Company 3 total _ 1 '
mdebtcdness less cash and cash equ1valents to its Credit Facility Adjusted EBITDA not.exceed 2, 50

'~: Fixed Charge Coverage Ratio—Thé Amended Facility requlres that the-ratio of Credit Facility”

~ Adjusted EBITDA, less non:financed capital expenditures, tax provision, dividends and amounts- used:

to repurchase.stock to the sum'of interest expense and scheduled principal payments be at least 1.50.
Capital expenditures, tax provision, dividends and stock repurchase payments.are defined undér the
Facility for purposes of this covenant to be amounts for'the four.quarters ending ds of any given &
quarterly covenant compliance measurement date. The calculation of the fixed charge coverage ratio
was redefined to exclude acquisitions, stock repurchases and the payment of cash d1v1dends prov1ded
that the Leverage Ratio does not exceed 1.0. O R ST SR L L

i

" Other Restrictions—The Aihénded F acrhty permlts acqulsltlons of. up to $25. O million per
transaction, or $50.0 million in the aggregate However these llmltaHOI‘lS only apply when the

- Leverage Ratio is greater than 1.0.- AL (LN : : S LA

The Company continues to have a choice of two interest rate options for borrowings unde'r rhe

Facrhty, the Base Rate Option and the Eurodollar Rate Option: Under the Base Rate Option, the interest .

rate-is determined based on the higher of the Federal’ Funds Rate plus 0.5% or the prime lending rate
offered by Citibank, N.A. {not one of the banks providing the'Facility to'the Company) Additional--

- margins are'then added to'the hlgher of thése two rates.These- additional margins are- -determined based -
on the'ratio-of the Company’s Credit Facility Ad]usted EBITDA for thé twelve months ending as of that
quarter end, as shown below. Under the Eurodollar Rate Option, borrowings bear interest basedon ‘'
designated one to six-month Eurodollar rates that correspond very closely to rates described in various
general business media sources as the London Interbank Offered Rate or “LIBOR.”’ Additional margins
are then added to LIBOR for borrowings based on the Company’s ratio of debt to Credit Facility Adjusted
EBITDA, as shown below. Letter of credit fees under the Facility are also based on the Company s ratio of
debt to Credit Facﬂlty Adjusted EBITDA, as shown below. '

Debt to Credit Facility Adjusted EBITDA
Less than 0.75 0.75t01.25 1.25t02.00 2.00 or greater

Additional Per Annum Interest Margin

Added Under: S
' Base Rate Option ................. O 025% 0.50% 0.75% 1.00%
Eurodollar Rate Option............ - 125% 1.50% 1.75% - 2.00%

Commitment fees on any portion of the
Revolving Loan capacity not in use for
borrowings or letters of credit at any
giventime ..........oiiiiiiii 0.20% 0.20% 0.25% 0.30%

Excluding the amortization of debt financing and arrangement costs, we estimate that the interest rate
applicable to the borrowings under the Amended Facility would be approximately 6.57% as of
December 31, 2006. The Company incurred certain financing and professional costs in connection with the
arrangement of the Facility and the related amendment. These costs will be amortized as a non-cash
charge to interest expense over the term of the Amended Facility.
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ITEM 9. Changes in and Dtsagreements with Accotintants on'Aécounting and Financial Dtsclosure

. YT g gt e N e AR I o VI ey
None. T Lhk: LA IO SR SRt - ‘ni v vy pd RO ¥ o,

Y AR NN SRS

- ITEM 94. Controls and Procedures

_Evaluation of Disclosure Controls and Procedures

lh"k"i b ‘I'J"‘\ "‘1.“_,”-" 'Ll
The Company § executive management is responsnble for ensurlng the effectlveness of the desngn and
operatlon of our dlsclosure controls and procedures We't carned out an evaluatlon under the superwsnon
and with the” partu:lpatlon of Gl management, including out'Chidf Execitive Officer and Chief Financial
Officer, of the effectiveness.ofijthe design and.operation of our, disclosure,controls and procedures (as
defined in Rules 13a-15(b).and 15d- 15(e) under the Securities Exchange ‘Act of 1934) as of the-end of the
fiscal year covered by this,report.- Based upon that evaluation, our Chief Executive Officer and Chief ...
Financial Officer have concluded that our,disclosure controls and procedures (as defined inyy+ 1 e
Rules 13a-15(¢) of the Securities. Exchange Act .of 1934) are effective:as of the.end-of the pertod. covered

by. thxs TEPOrL. > o dider wrii, I IR R TR, L RN T S R I Y S S PR TRT RN (Y ET TN
{ B e T I TR TL I IUTY - s RTINS of LIPS MR 1t A THE SRS 1N TLFH L TF /R T Deodbe g
Intemal Controls over Financial Reporting G 'v,f TR SRR T e S SN TR

Management’s- report on our internal controls over financial reporting.can be- found 4in Item'8 of this
report. The Indepéndent Reglstered Public: Aocountlng Firm'’s. Attestatlon ‘Report.on-management’s-
assessment of the effectiveness of our internal controls over f1nanc1a1 reporting can also be, found.in Item 8
of this report.

b S wvoeal e o 'r“ta ACTU S Garaserd oo aden o e 0T
Ciafenc vaadtho o Y s o4 o] T
Changes in Internal Control over Fmaucwl Reportlng . - _ T -
T o T I I SRR TR 1 e TP N LI T AV U S A v SRV I OO I A RN SAE AP I
There has been no change in our internal control over financialireporting (as such term 1s defmed ins,
Rules, l3a—15(f) and 15(d) 15(f) under the Secunt]es Exchange Actof 1934) durlng the three monthstp Tt
ended December 31 2006 that; has materlally affected,,or is reasonably hkely to,matenally, affect, mternaL 3
control overfmanmal YEPOTng, - novy 5oain g o o3 g Faeverts gell .JmJ S e D S aR
E VN BT L SRS TS W TN DARY! t,.- o agli R EN PR O SRC. L R T LY
ITEM9B Othenlnformatwn o o ‘i !~{,‘;,_, f.’. Ao cwlpe %-l"i Ve egmiuns gl e oo R
None I S U TORUIE S Y s A Y LAy RTINS .';;:l s pod A OB onbonh oo
At e ey D LT s b el ;s Lo ke el ;L,._ O TRV BN IR I Ekd
, LR T R -SRI s M R T e U AT I TSRS e o'
K TP T SRR PR S0 B (e T
o ezl T EawRd] AT T :
. IV B LI L PERT SRS S S 0 & A
) RS PP
i, i AT e S s SRTL EO T Y L
VT O LAl i T T N (Y P ST
B N LYo R TR U R LT (LS
WU Sl R Yt LY U R Rt PE
v ey DRI T g
AR AR AREWRY SN el e
PRI ST U s LTI B o SO DU | BTEE S TN T SIUMAL T L0 G o B (PR TR SV AT LR | PR
L T O L (LA % AP PR INE s S AT (TP T I LTt ISR o IV Y RE R S TR St
B T T ARSI WL IS TR YR TI T e 5 S IO LI IR CRe ot
T T TN T P T S SV (PN S T WLV T8 SRR PP SRR RN, F g o
I T S S R AU R S SUSIEL T SN R B ST 1 o
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T ' : PART I -

]

ITEM 10. Directors, Executive Officers, and Corporate Governance . - '~ .+ - ° -

We have adopted a code of ethics that applies to.our principal executive officer, our principal financial
officer, and our principal accounting officer, as well as to our other employees. This code of ethics consists
of our. Corporate Compliance Policy. The Company has made thls code of eth1cs available on our website,
as described in Item 1 of this aninual report on Form 10-K. If we make subsfantive amendments to this _
code of ethics or grant any waiver, including any implicit waiver, we will disclose the nature of such
amendment or waiver on our website or in a report on Form 8-K:within four business days of such
amendment or waiver.

The other information called for by this item has been omitted in accordance with the instructions to
Form 10-K. The Company will file with the Commission a definitive proxy statement including the other
information to be disclosed under this item in the 120 days followmg December 31, 2006 and such ~
information is hereby incorporated by reference.

S -
e Voaso Lo ¥

ITEMS 11, 12, 13 AND 14.

1o

These items have been omitted in accordance with the instructions to Form 10-K. The Company will
file with the Commission a definitive proxy statement including the information to be disclosed under the
items in the 120 days following December 31, 2006 and such information is hereby incorporated by
reference.
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- PART.IV
ITEM 15. Exhibits and Financial Statement Schedules:.; 1o wov % egrror o vebd B 7L

1

(a) The following documents are filed as part of this annual report on Forni 10:K:' .. - v ane M

’ (1) Consohdated Fmancral Statements (Included Under Item 8) The Index to' the Consohdated
Fmancral Statemen'ts is includéd on page’ 33‘f0f thlS annual report on Form 10- K and rs mcorporated herem

LA YA T P IR PR R AL 0T LA ik s [T SOt )
byreference ‘ . . N .
T R I .';c:'i.ﬂr arembee s e e e
(2) Financial Statement Schedules None T LT D e alel L LG RS Al D e
T : S RLRTORNT TR i
(b) Exhtbtts , ) -
' . TR e ' ."lt‘t fl. J"""f PR !l RO A TSIy L PR T I"

Reference is made to the Index of Exhibits; begmmng on page 80 Wthh mdex is mcorporated herem i
by reference LT N T ,,,, B R A R IP Tt SRS PHRCAIRD EIY S BT O Ll
]

- v . N . | . B S
LY a1 .-"-;u-,* T T ey Bl

(¢} Excluded financial statements:

None. CoATAEL §E A

D I S L AR I Y VN Lobet el g .'t";‘ . e
-y, bon ! ] o ' }-; RN T TR Wy et e e L ot e o T
AL T O TR P TR R LT P S UL NG LU AP SRS PR h ;.1' ot
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.~ SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
reglstrant has duly caused thls report to be signed on its behalf by the undersigned, thereunto duly

authorlzed o
LI oo L - . LIV PL AN
LT "" ool COMFORT SYSTEMS USA INC Sy
Cor L e T U ST IR TR K
: By: /s/ WILL]AM F. MURDY
Pt e . St .o vrr - -Willtam F. Murdy :
CoT S : T n. Chairman of !he Board and Chief Executive QOfficer
RN : . A
n oo By Is/ WILLIAM GEORGE o
.. William George
I o v ., .- . Executive V?cePr_’esident and, Chief Financial Officer
. . v v, ByuSJULIES. SHAEFF, o
' v ‘Julie S. Shaeff,
_ . Semor Vce Presrdent and Chief Accoummg Oﬁ‘icer
Date: Fcbruary 28,2007 . o o
C . . .

Pursuant to the requirements of the Securltles Exchange Act of 1934 this report has been S|gned by
the following persons in the capacities and on the date indicated. + . : .

‘ . Signature , L \f ; )-.:‘ | Title ' ! e Date
R AL [ v H PRS - | AR oy e DR te
fs{f WILLIAM F. MURDY Chairman of the Board and Chlef February 28,2007
oo -+ William F. Murdy RS ‘. " Executive Officer” *~ - : -
IR BT 1 .
»+/sf HERMAN E. BULLS . Director-- .+ - _ o . February 28, 2007
. Herman E. Bulls N N PR e CaL T
/s/ FRANKLIN MYERS = I)Tirec;:()_r S o " February 28, 2007
Franklin Myers S t L
BRI EP o il e . Co L . o
/s/ ALFRED J. GIARDINELLL JR:+ ' #'Diréctor * -~ ~ ' .-+ -« ""February 28, 2007
Alfred J. Giardinelli, Jr. ' o
S EE g B A B S U I AE S
/s/ JAMES H. SCHULTZ ' Director ' - - February 28,2007
+ . James H. Schultz N 1 A oy
/s/ ROBERT D. WAGNER, JR. Director . ° _ February 28,2007
7 Robert D. Wagner, Ir. : o ' ) i '
PR T R S PR V! ! R 2 . *
RREA Yoo i 3 - TR
1 - . . P
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Exhibit
Number

31
3.2
.33
34
41
*10.1
*10.2
*10.3
*10.4
*10.5
*10.6

*10.7
*10.8
*10.9
*10.10

*10.11

-

INDEX OF EXHIBITS

Description of Exhibits- . ;" ! '
Second Amended and Restatcd Certificate of
Incorporation of- the Registrant. .

- . Certificate of Amendment dated May 21, 1998,

Certificate of Amendment dated July 19, 2003
Bylaws of Registrant, as amended.

_ Form of certificate evidéncing ownershlp of Common

Stock of the Reglstrant

** Comfort Systems USA, Inc. 1997 Long -Term.
Incentive Plan

Comfort Systems USA; Iric. 1997 Non-Employee
Directors’ Stock Plan

Amendment to thé 1997 Non-Employee Directors’
Stock Plan dated May 23, 2002. '
Comfort Systems USA Inc 2006 Equity Incentlve
Plan : -

Comfort Systems USA, Inc. 2006 Stock Optlons/SAR’: :

Plan for Non-Employee Directors.

Form of Option Award under the Comfort Systems
‘USA, Inc. 2006 Equity Incentive Plan.

Form of Option Award under the Comfort Systems
USA, Inc. 2006 Stock Options/SAR Plan for Non-
Employee Directors.

~ Employment Agreement dated June 27, 2000 by and

among Comfort Systems USA (Texas), L.P. and
William F. Murdy,

Employment Agreement-dated December 1, 2003 by
and among Comfort Systems USA (Texas), L.P. and
William George.

Employment Agreement dated January 1, 2004 by
and among Comfort Systems USA (Texas), L.P. and
Thomas N. Tanner.

Employment Agreement dated December 1, 2003 by
and among Comfort Systems USA (Texas), L.P. and

" Julie S. Shaeff.

*10.12

~ Trent T. McKenna.

*10.13

*10.14

Employment Agreement dated January 1, 2006 by
and among Comfort Systems USA (Texas) L.P.and

Employment Agreement between the Company,
Eastern Heating & Cooling, Inc. and Alfred J.
Giardinelli, Jr.

Form of Restricted Stock Award Agreement between

. William F. Murdy and the Company dated March 22,

2002.
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Incorporated by Referénce to the
.Exhibit Indicated Below and to the*
Filing with the Commissiont ‘Il'ldl(:ﬂted

Below
Exhibit Filing or
Number File Number
31 333-24021
3.2 1998 Form 10-K
.33 2003 Form 10-K
33 1998 Form 10-K
4.1 333-24021
10.1 .333-24021
10.2 333-24021
10.3 Second Quarter
2002 Form 10-Q/A
. 104 333 138377
10.5. " 333-138377"
106 ** Filed Herewith
: A T
10.7. © ° Filed Herewith ~
102 - Second Quarter
T 2000 Form 10-Q
10.8 2003 Form 10-K
10.10 2003 Form 10-K
1010 2005 Form 10-K
. i 3
10.12 . Filed Herewith
S 101 ', " Second Quarter
' " 2003 Form 10-Q
10.2 First Quarter 2002
Form 10-Q




Exhibit

Number Description of Exhibits
- 10.15 Amended and Restated Credit Agreement by and
among the Company and Wachovia Bank, N.A,,
Bank of Texas, N.A., Capital One, N.A. and Certain
Financial Institutions dated as of February 20, 2007.
*10.16 - Restricted Stock Award Agreement dated June 8,
. 2004 by the Company to William F. Murdy.
*10.17 Restricted Stock Award Agreement dated June 8,
_ 2004 by the Company to William George. .
*10.18 Restricted Stock Award Agreement dated June 8,
2004 by the Company to Thomas N. Tanner.
*10.19 Restricted Stock Award Agreement dated June 8,
2004 by the Company to Julic S, Shacff,
*10.20 Restricted Stock Award Agreement dated April 1,
2006 by the Company to William F. Murdy.
*10.21 _ Restricted Stock Award Agreement dated April 1,
2006 by the Company to William George, II1.
*10.22 Restricted Stock Award Agreement dated April 1,
2006 by the Company to Thomas N. Tanner.
*10.23 Restricted Stock Award Agreement dated April 1,
: 2006 by the Company to Julie S. Shaeff.
*10.24 Restricted Stock Award Agreement dated April 1,
2006 by'the Company to Trent T. McKenna.
211 List of subsidiaries of Comfort Systems USA, Inc.
23.1 Consent of Ernst & Young LLP.
311 Rule 13a-14(a) Certification of William F. Murdy
pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.
31.2 Rule 13a-14(a) Certification of William George
pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.
321 Section 1350 Certification of William F. Murdy
pursuant to Section 906 of the Sarbanes-Oxley Act of
2002.
322 Section 1350 Certification of William George
pursuant to Section 906 of the Sarbanes-Oxley Act of
2002.
* - Management contract or compensatory plan
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Incorporated by Reference to the
Exhibit Indicated Below and to the
Filing with the Commission Indicated

Below

Exhibit
Number

Filing or
File Number

10.1

10.1
103
10.4
10.18
10.20
1021
10.22
1023

10.24

February 26, 2007

Form 8-K

Second Quarter
2004 Form 10-Q
Second Quarter
2004 Form 10-Q
Second Quarter
2004 Form 10-Q
2005 Form 10-K

Filed Herewith
Filed Herewith
Filed Herewith
Filed Herewith
Filed Herewith
Filed Herewith

Filed Herewith
Filed Herewith

Filed Herewith

Furnished Herewith

Furnished Herewith
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